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NEXT STEPS IN INTERNATIONAL MONETARY REFORM

MONDAY, SEPTEMBER 9, 1968

CONGRESS OF THE UNITED STATES,
SUBCOMMIrrEE ON INTERNATIONAL EXCHANGE AND

PAYMENTS OF THE JOINT ECONOMIC Co=rrEE,
Washington, D.C.

The Subcommittee on International Exchange and Payments met,
pursuant to notice, at 10:05 a.m., in room S-407, the Capitol, Hon.
Henry S. Reuss (chairman of the subcommittee) presiding.

Present: Representatives Reuss, and Moorhead; and Senator Prox-
mire.

Also present: John R. Stark, executive director; John R. Karlik,
economist; Douglas C. Frechtling, minority economist.

Chairman REuss. Good morning. The session of the Subcommittee
on International Exchange and Payments will be in order.

This session was called Targely because of the upcoming annual meet-
ing of the Board of Governors of the International Monetary Fund
here in Washington from September 30 to October 4.

We believe this meeting offers an appropriate forum to consider
next steps in international monetary reform. We rejoice that the special
drawing rights amendment is now before the member nations of the
IMF for ratification, but even the ratification and distribution of
SDR's will still leave a number of vital international monetary issues
unresolved and demanding immediate attention.

Among these are the current ambiguity about the future of the in-
ternational monetary role of gold; the obvious need to facilitate ad-
justments for the elimination of payments deficits, and the threat of
possible large scale conversions of sterling reserve balances into dollars
and of dollar reserves into gold.

We hope this morning to discuss specific suggestions to deal with
these problems, and we have before us three internationally known
experts in international monetary affairs, Prof. Fritz Machlhp of
Princeton; Mr. Edward M. Bernstein, former Director of Research
and Statistics of the IMF, and Prof. Robert Mundell of the Univer-
sity of Chicago.

We hope via the U.S. representative to the meeting of the Board of
Governors of the International Monetary Fund, Secretary of the
Treasury Fowler, to present a number of suggestions for action when
the Governors meet at the end of this month.

I regret that our senior colleague on the minority side, the Honor-
able William Widnall of New Jersey, was suddenly taken ill last night,
and while he is now feeling all right, unfortunately cannot be here this
morning. He has submitted a statement, and without objection it will
be received in full in the record, and since it is brief I shall read it.

(1)
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STATEMENT OF HON. WILLIAM B. WIDNALL, A MEMBER OF THE
SUBCOMMITTEE ON INTERNATIONAL EXCHANGE AND PAY-
MENTS

"Mr. Chairman, I think this one-day hearing can prove to be very
useful and certainly very timely, in view of the nearness of the annual
meeting of the International Monetary Fund here in Washington and
discussions likely to be held on the question of gold.

"By now it should be clear to all that on one major point in-
volving the March 17th Agreement on gold the chairman of the sub-
committee and I are in complete agreement; namely, the need to avoid
any new arrangement which would in any way reconstitute the $35
per ounce floor on free market gold.

"One day after the March 17th Agreement, I stated publicly my
complete support for the changes made by the former Gold Pool
members and my feeling that this move toward demonetization of
gold was of truly historic proportions. Nothing has transpired since
that time to have altered my opinion. One will recall that there were
many predictions by monetary experts that the free market price
of gold under the two-tier arrangement would skyrocket. This has
not happened. Others predicted that any substantial divergence be-
tween the free market price and the monetary price would freeze
and immobilize monetary gold reserve stocks. This, too, has failed
to materialize and in fact during the period since March 17th nations
whose economies were under severe strain have managed without hesi-
tation to defend their currencies, aided by the orderly transference
of gold and other reserves to monetary authorities who assisted in
their defense.

"With this history of success, it is indeed unfortunate that there
has been serious discussion of re-creating a floor and a protection for
speculators and hoarders by those who feel that there must be an
accommodation with the gold producing nations for the sale of their
newly mined gold. The rumors persist that pressure will be brought
to bear at the September IMF meeting to institutionalize a system
whereby gold producers will be assured of a minimum free market
price around $35 per ounce by systematic purchases by the Inter-
national Monetary Fund. Both the chairman of this subcommittee and
myself vehemently oppose any such arrangement, and both of us were
heartened by the vigorous support for our position recently stated
by the Secretary of the Treasury, Henry Fowler.

"Nevertheless, since reports of efforts of an IMF accommodation
for gold producing nations persist, I would like to suggest a possible
solution which at the same time would conform with the U.S. position
firmly in support of the principles of the March 17th Agreement.

"At the outset, it should be stated that the United States is not
necessarily in a position of weakness as we near the September IMF
meeting, for it is within our discretionary power under article IV,
section 4(b) to so advise the Fund that the United States no longer
feels obliged to purchase all gold offered for sale at $35 per ounce.
It is my understanding that the United States would be perfectly
within its rights to advise the Fund that it would purchase gold only
at its option until such time as the members of the Fund conform
to the principles established in the March 17th Agreement.
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"'Meanwhile, it would elect to fulfill its obligations under the articles
of the Fund for maintaining the value of the dollar in the same manner
as other members of the Fund, simply through purchase and sale of
exchangcre. In this way, the United States for its part would advise the
Fund that if a $35-per-ounce floor for newly mined gold (and in effect
free market gold) is to be maintained, that such an undertaking will
have to be an obligation and burden of the resources of the Fund itself.

"I don't believe those who have spoken out for re-creation of a floor
price for newly mined Zold have fully taken into account the options
a vailable to the United States under the Fund's Articles of Agreement.
Indeed, we are not without a strong bargaining position.

"I am well aware that this is a highly technical and difficult area
and for that reason I will be anxious to hear the comments on this pro-
posal from the expert witnesses appearing before us this morning.

"My comments are made with the firm personal conviction that the
two-tier system created by the March 17th Agreement already have
proved highly successful; that its primary architects fully realized
and took into account the possibility that the free market price for gold
not only could fluctuate above the monetary price but also below. I
also hold the conviction that the March 16th Agreement enabled an
evolutionary process toward demonetization of gold to take place in
an orderly fashion, and that any move toward reimposition of a floor
price on newly mined as well as free market gold would be entirely
incompatible with that goal."

(End of statement by Representative Widnall.)
hairman REuss. I am now going to ask the panel to proceed. First,

without objection, there will be received into the record the paper
prepared for this hearing by Mr. Edward Bernstein, and the paper
prepared especially for this hearing by Mr. Mundell, and in addition
three or four recent related papers by Mr. Mundell. Mr. Mundell,
would you give the dates and places of those? They are all within the
last month or so.

Mr. MtUNDELL. Yes; the major paper 1 am -presenting here is called
"A Plan for World Currency" which is also being presented this
coming Friday at a conference at Ditchley Park, England.

The three supplementary papers are called "The Future of Gold"
which is a paper given last June in Geneva, Switzerland. The second
paper is called "The Collapse of the Gold Exchange Standard" which
was given to the American Farm Economics Association in August,
a couple of weeks ago, and the third paper called "Should the U.S.
Devalue the Dollar?" is paper given to the Western Economics As-
sociation meetings, also a couple of weeks ago.

Chairman REUSS. Without objection they will be received.
(The fallowing paper was received from Mr. Bernstein for inclusion

in the record:)
(Papers referred to above follow:)
INTERNATIONAL MOXETAR1 RESERVES AND THE CoMPosITE GOLD STANDARD

GOLD RESERVES IN THE POSTWAR PERIOD

Great wars are inevitably destructive of the gold standard in its traditional
form. The war and postwar inflation exhausts the money creating power of
gold standard countries with fixed reserve requirements. The uneven inflation
results in the overvaluation of currencies at the historic gold parties where
inflation has been large relative to that in other countries. And the large rise
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in prices and costs inhibits the growth of reserves by discouraging gold produc-
tion and diverting more of the gold output to private uses instead of monetary
reserves. Under these conditions, the traditional gold standard could be restored
and maintained after a great war only through a deep and prolonged deflation,
such as that of the 1930's.

The Second World War is unique in having escaped a destructive postwar
deflation, but only because the gold standard itself has been gradually freed
from the rigorous restraints it imposed in the past. Countries no longer regard
the amount of their gold reserves as an acceptable measure of the appropriate
money supply. When gold reserves are not adequate to permit the growth of
the money supply required by the economy, the reserve requirements are changed.
Countries no longer regard the maintenance of the historical gold parities of
their currencies as the primary objective of economic policy. When a country
cannot correct its balance of payments at the existing parity, it no longer deflates
the economy, it changes the parity with the approval of the International Mone-
tary Fund. But gold still remains the most important form of international
monetary reserves, and countries are only now beginning to make a rational
adjustment to the effects of war on the growth of reserves.

The Second World War had the usual effect on gold production and gold re-
serves. In 1940, the gold production of all countries, excluding the Communist
countries, was $1,283 million. Gold production fell sharply during the war, and
although it recovered after 1945, the prewar level of output was not reached
again until 1962. There was a modest increase of gold production between 1962
and 1965, when it was at a peak of $1,440 million, but production fell in the two
following years, although it may rise slightly in 1968. Thus, gold production
this year will be only 12 percent higher than it was 28 years ago. In every coun-
try except South Africa, production is substantially lower than it was before
the war. In South Africa, production has increased because of the opening of
new mines with high grade ore. But operating costs are rising, and there is no
assurance that gold production in South Africa will continue to increase. At
best, the growth of gold production hereafter will be very slow and it may, in
fact, stay on a plateau or possibly decline.

Furthermore, as gold became cheaper relative to goods, and as money incomes
rose sharply, more of the newly-mined gold was absorbed in industrial uses and
private hoards instead of going into monetary reserves. In the 30 years since
the end of 1938, the monetary gold stock of the world, excluding the Communist
countries, increased from just under $26 billion to just over $40 billion, includ-
ing the gold holdings of the IMF and other international monetary institutions.
This is equivalent to an average annual increase of less than 1.5 per cent. Most
important, the rate of increase has declined sharply. From 1938 to 1948, the
monetary gold stock increased at an average rate of 3 per cent a year. From
1948 to 1958, it increased at an average rate of 1.4 per cent a year. In 1968, the
monetary gold stock was virtually the same as at the end of 1958, although this
was mainly because of the large sales by the monetary authorities of the gold
pool countries to private holders in 1967 and 1968. In any case, as the members
of the IMF will no longer sell monetary gold to the private market and as little
or none of the newly-mined gold will be sold to the monetary authorities in the
future. the monetary gold stock may be expected to remain frozen at about the
present level of $40 billion.
Foreign excha-nge reserves and reserve credit

A system of fixed parities, defined in terms of gold, cannot function satis-
factorily unless there is an adequate growth of monetary reserves. In fact,
international trade and payments have expanded at an unprecedented rate in
the postwar period and the world economy has prospered, despite the very small
increase in gold reserves. The international monetary system, although based
on the gold standard, was able to adapt itself to a minimal growth of gold
reserves because the need for additional monetary reserves was met in other
ways-primarily through a steady increase of foreign exchange reserves and
secondarily through the development of very large facilities for reserve credit.

Foreign exchange.-The enormous growth of foreign exchange reserves dur-
ing and after the war was a once-for-all phenomenon that cannot be repeated.
In 1938. the foreign exchange reserves held by all countries amounted to about
$1.8 billion. During the war, the United Kingdom financed a considerable part
of its overseas military expenditures by the sale of sterling for local currencies
to the monetary authorities-mainly in the Far East and the Middle East, but
also in Europe and other regions. After the devaluation of sterling in 1949.
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foreign exchange reserves in the form of sterling amounted to about $8 billion.
Since 1950, the sterling reserves of the monetary authorities have declined.
The recent rise in official holdings of sterling, as reported at the end of March
1968, is the counterpart of swap operations and should be regarded as reserve
credit to the United Kingdom rather than true holdings of sterling reserves.
There is no practical possibility of a further growth of sterling as reserves.
The more urgent problem is to avoid a flight from sterling reserves by sterling
area countries.

The growth of reserves since 1950 has been primarily in the form of dollars.
In the past 19 years, the dollar reserves of foreign monetary authorities have
increased from $3 billion at the beginning of 1950 to over $17 billion in mid-1968,
including non-marketable Treasury obligations. Without this steady rise in dollar
reserves, it would not have been possible to provide for the reserve needs of the
world economy. Since the beginning of 1950, the gold and foreign exchange re-
serves of all countries, excluding the Communist countries, have increased from
just over $45 billion to about $67 billion. Excluding the recent increase in hold-
ings of sterling acquired in swaps, the growth of gold and foreign exchange
reserves since the beginning of 1950 has been at an average annual rate of less
than 2 per cent. About four-fifths of the increase in reserves has been in the
form of foreign exchange, and about 85 per cent of the foreign exchange has been
in dollars.

This vast creation of foreign exchange reserves was the result of the U.S.
balance of payments deficit, which has been particularly large since 1958.
Obviously, it is not possible for the United States to continue a payments deficit,
on a reserve transactions basis, on the scale of the past 10 years. There is an
understandable reluctance on the part of some countries to underwrite a large
and continuing U.S. payments deficit by acquiring all the dollars that would
accrue to their monetary authorities. Under extreme conditions, this would mean
that other countries would be severely limited in managing their own monetary
policy. Nor is the creation of dollar reserves in indefinite amount in the interests
of the United States, particularly if its gold reserves cannot increase. The steady
building up of reserve liabilities to foreign monetary authorities exposes the
United States to the danger of massive conversions of dollars into gold in a
period of economic or political crisis.

Reserve credit.-The need for reserves in the postwar period has also been
met by an enormous increase in reserve credit facilities. The IMF makes re-
sources available to its members under prescribed conditions. The total quotas
of the IMF, which are an indication although not a true measure of the resources
it has for extending reserve credit, amounted to just over $9 billion at the end
of 1958. The total exchange transactions of the IMF to the end of 1958, which
is the gross reserve credit extended by the IPIF in the first 12 years of its opera-
tions, amounted to $3.2 billion.

Since the end of 1958, the quotas of the ENIF have been increased twice and
now amount to over $21 billion. To assure the liquidity of the IMF-its capac-
ity to extend reserve credit in the currencies of the surplus countries-it has
entered into General Arrangements to Borrow up to an aggregate of $6 billion
in the currencies of the 10 large industrial countries (the Group of Ten). In the
past ten years. the IMF has engaged in exchange transactions amounting to
$11.5 billion. The access of its members to the resources of the IMF has made it
possible to expand the use of other forms of reserve credit because of the assur-
ance that such credits could be repaid by drawings from the IMF.

The other important form of reserve credit was the creation of a network of
reciprocal currency arrangements among the large central banks and with the
Bank for International Settlements. The United States, which is the center of
these arrangements, has swap facilities amounting to $10 billion with 14 coun-
tries and the BIS. These swap facilities have been extensively used by the United
States and other countries to meet sudden pressures in the exchange market.
Apart from the reciprocal currency arrangements, reserve credits have been
extended by central banks to each other, notably to the United Kingdom, on an
ad hoc basis. As already noted, drawings on the IMF have been used from time
to time to repay reserve credits extended through swaps and on an ad hoc basis.

The enormous use of reserve credit facilities in recent years is an indication
of their importance to the international monetary system. Nevertheless, reserve
credit can be only a limited substitute for reserves. The swaps are actually short-
reriod credits. and although they can be renewed, their usefulness depends upon
reversing them in a relatively short period, so that they may be available again
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when required. Drawings on the IMF are intermediate-term credits, as they must
ordinarily be repaid (except super-gold-tranche drawings) in three years, with
an outside limit of five years. Although the IMF has immense resources for ex-
tending reserve credit, very large drawings by a great trading country may be
regarded as a sign of weakness. In any case, countries cannot become more and
more dependent on larger and larger use of reserve credit, with an obligatory
schedule of repayments, without losing the comparative freedom in policy making
provided by their own reserves.

Quantitative and qualitative reserve problems
Although it has hitherto been possible to secure the necessary growth of mone-

tary reserves through a steady increase in the dollar component of reserves, this
method cannot be continued much longer. This is not entirely because of a lack
of confidence in the dollar, although the continued U.S. payments deficit has been
a disturbing element in the international monetary system in recent years. The
fact is that no national currency, including the dollar, can provide for an adequate
growth of reserves over an indefinite period. That is because at present only gold
is a final reserve asset. The strength and stability of the international monetary
system depends not only on having adequate reserves, but on having a large pro-
portion of them in the form of final reserve assets.

The nature of the gold problem is evident in the steadily declining proportion
of gold in aggregate monetary reserves. The ratio of gold to the gold and foreign
exchange reserves of all countries, excluding the Communist countries, was 94
per cent in 1938, 71 per cent in 1948, and is about 57 per cent at present. The
sharp decline in the ratio of gold to total monetary reserves reflects the relatively
small increase of gold reserves and the very large increase of foreign exchange
reserves. The reserve position of the United States has deteriorated with the
decrease in U.S. gold reserves and the concomitant increase in U.S. reserve lia-
bilities. Confidence in the dollar probably depends more on the underlying strength
of the U.S. balance of payments than on the U.S. reserve position. Nevertheless,
without the creation of new reserve assets, the reserve position of the United
States cannot be improved except by raiding the gold and dollar reserves of
other countries.

The ratification of the Amendment authorizing the establishment of the
Special Drawing Account and the activation of the plan for SDRs will solve
some of the reserve problems. Their issue at regular intervals in accordance with
the trend need for reserves will assure a steady and adequate growth in reserves.
Their allocation to all members of the IMF will enable them to increase their
reserves without forcing a reduction in the reserves of other countries. The
SDRs will be defined in terms of gold, and within the holding and use limitations
they will be a final reserve asset. They will not, however, deal with the gold
aspect of the reserve problem. In brief, even after the activation of SDRs, the
international monetary system will remain exposed to the disruptive effects of
the preference that the monetary authorities have for gold relative to other
reserve assets.

The preference for gold as a reserve asset did not arise from the burst of
speculation that preceded and followed the devaluation of sterling. It has grown
steadily with the declining growth of gold reserves and the rising growth of
dollar reserves. The preference for gold is indicated by the fact that the propor-
tion of the U.S. payments deficit settled in gold became progressively larger in
the 1950's and 1960's. From 1950 to 1957, the U.S. deficit on a reserve transactions
basis was about $7.6 billion. As the U.S. gold tranche position increased by $500
million in this period, the United States transferred $8.1 billion of reserves to
other countries, of which $2.3 billion was gold and $5.8 billion was dollars.
Thus, the gold settlements in this period were 32 per cent of U.S. reserve transfers
to other countries.' From 1958 to 1965, the U.S. deficit was about $21.6 billion.
As $1.4 billion was financed by drawing on the U.S. gold tranche. the United
States transferred $20.2 billion of reserves to other countries. of which $9.4
billion was in gold and $10.8 billion was in dollars. Thus, the gold settlements
in this period were 46 per cent of U.S. reserve transfers to other countries. The
preference for gold was reflected in the larger proportion of gold to foreign
exchange that nine continental European countries added to their reserves. 2

1 The gold transfers to other countries are calculated by the decline in U.S. gold re-
serves after adjustment for gold acquired from IMF investment in U.S. Treasury bills.
The gold transfers are overstated to the extent that domestic consumption of gold
exceeded gold production in the United States.

I Austria, Belgium, France, Germany, Italy, Netherlands, Portugal, Spain, and Switzer-
land.
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From the beginning of 1950 to the end of 1937 these nine countries inererm-ed
their gold and foreign exchange reserves by about $7.8 billion, of Nvhidi'l 5 per
cent ($4.1 billion) was in gold. From 1958 to 1V.5, they increased their gold and
foreign exchange reserves by about $14.0 billion of which 89 per cent ($12.4
billion) was in gold.

The creation of a two-tier gold market with a premium price in private transac-
tions will dramatize and heighten the preference of the monetary authorities
for gold. The premium may come down in the short run as the private market
adjusts to a steady flow of newly-minled gold, as the speculative overhang is
gradually liquidated, and, most important, if confidence in currencies is restored.
In the long run, however, the supply and demand situation would seem to indi-
cate that the price of gold in the private market will remain at a premium. The
gold preference problem cannot be dealt with by driving down the premium. In
fact, it is a mistake for the monetary authorities to stake the prestige of their
currencies on the private price of gold. The monetary authorities cannot reduce the
preference for gold; but they can cooperate to prevent it from disrupting the
international monetary system.
A monetary system With multiple reserve assets

An international monetary system with multiple reserve assets consisting of
gold, dollars and other foreign exchange, and SDRs can function properly only
if all of the reserve assets are used without distinction and discrimination in
international settlements. Otherwise, the monetary authorities will hoard gold
and make their settlements in foreign exchange and SDRs. If the preference for
gold becomes too great, it will disrupt the international monetary system. Con-
ceivably, the monetary authorities would use gold in international settlements
only under extreme conditions, so that the mere transfer of gold by a country
would be regarded as an indication of a monetary crisis. At best, the hoarded
gold would become an inactive part of reserves, thus diminishing the amount of
effective reserves. At worst, the preference for gold would lead to gradual
conversion of foreign exchange holdings, so that the growth of aggregate re-
serves would be inhibited, despite the regular issue of SDRs.

The restoration of a U.S. payments surplus on a reserve transaction basis
would moderate, but not end, the preference for gold. The fact is that the prefer-
ence for gold is only in part due to the payments difficulties of the United States.
The real basis for the preference is the diminishing proportion of gold in inter-
national monetary reserves. The more difficult it becomes for countries to add
gold to their reserves-and that will now be impossible for any country without
cannibalizing the gold reserves of other countries-the greater will be the urge
to hoard gold reserves, regardless of the effect on the international monetary
system. Unless positive steps are taken to prevent it, we may see a modern
version of the rush from silver to gold in the 1870's that ended in the demonetiza-
tion of silver and the 25-year scarcity of reserves. Alfred Marshall's description
of what happened in the 1870's seems to be relevant today: "Each Government
has thought first of the interests of the nation which it represents, and has en-
deavoured to secure for it a good supply of gold with but little reference to
international interests." "

The international monetary system can function very well with a two-tier
gold market, provided the monetary authorities cooperate to assure the appropri-
ate use of gold and other reserve assets in international settlements. The best
way to achieve this is through linking them together in a composite gold standard.
In 1962, I proposed the creation of a reserve unit based on the currencies of the
Group of Ten and Switzerland. Under my proposal. these countries would have
been required to maintain the convertibility of their currencies in gold and re-
serve units in a fixed ratio of 60 per cent gold and 40 per cent reserve units. This
would have been practical for a small group of countries holding over 80 per
cent of total gold reserves and including the principal countries with a high
preference for gold. With all of the 109 members of the IMF participating in the
Special Drawing Account, and with many of these countries holding their re-
serves predominantly in dollars and sterling, a composite gold standard now
would have to be based on gold, foreign exchange. and SDRs in a ratio dif-
ferent for each country. The two basic principles for operating a composite gold
standard with multiple reserve assets held in different proportions can be sum-
marized as follows:

Official Paper8, London, 192G, p. 24.
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1. Each deficit country should use its different reserve assets in settle-
ment of its deficit in precisely the same ratios as it holds these reserves-
gold, foreign exchange, and SDRs.

2. Each surplus country should acquire the different reserve assets in
settlement of its surplus in the average ratios of gold, foreign exchange, and
SDRs used by the deficit countries, so that all surplus countries would
acquire the different reserve assets in precisely the same ratios.

These principles would have to be applied to cumulative deficits and sur-
pluses, otherwise a country might have to pay a high ratio of gold when it is in
deficit and receive a small ratio of gold when it is in surplus. Even if a country
had a balanced payments position over a period of years, the composition of its
reserves could change. However, if settlements were made on a cumulative basis,
the composition of a country's reserves would be unchanged, apart from new
allocations of SDRs, whenever its previous surpluses equal its previous deficits.
There is another practical difficulty in operating a composite gold standard with
multiple reserve assets. It would be cumbersome for a deficit country to trans-
fer to a surplus country a mixed bag of reserves consisting of X amount of gold.
Y amount of dollars, Y' amount of other foreign exchange, and Z amount of
SDRs. For convenience, a single bookkeeping entry should suffice to transfer the
desired amount of reserves in the ratios required by the composite gold standard.

These difficulties could be obviated by establishing a Reserve Settlement
Account as an independent administrative department of the IMF in which coun-
tries would hold their reserve assets-gold, foreign exchange, and SDRs-
denominated in a composite reserve unit (CRU), defined as one gold dollar of
the present weight and fineness, and consisting of the different reserve assets
in appropriate ratios. A transfer of reserves from a deficit country to a surplus
country would be recorded as a decrease of CRUs in the account of the former
and an increase of CRUs in the account of the latter. At any given time, a
country whose balance of CRUs is less than the total of the various reserve
assets it placed in the Reserve Settlement Account would be in cumulative
deficit, and it would have implicitly settled this deficit pro rata in the same
ratios as the reserve assets it placed in the Reserve Settlement Account. A
country whose balance of CRUs is more than the total of the various reserve
assets it placed in the Reserve Settlement Account would be in cumulative
surplus. This surplus would have been implicitly settled in the different reserve
assets in the average ratios that all cumulative deficit countries placed such
reserves in the Reserve Settlement Account. An actual transfer of gold, foreign
exchange, and SDRs in connection with these implicit settlements, however,
would be made only when a country withdraws from the Reserve Settlement
Account.

Somne aspects of the Reserve Settlement Account
The basic feature of the Reserve Settlement Account is that participating coun-

tries would hold all of their reserves on earmark with that account-gold, dol-
lars and other foreign exchange, and SDRs. The amount of reserves each country
earmarked with the Reserve Settlement Account would be shown in its initial
balance of CRUs. Gold tranche positions in the IMF, although properly regarded
as reserves of individual countries, would not be placed in the Reserve Settle-
ment Account as the aggregate amount of gold tranche positions fluctuates
constantly with drawings and repurchases. The General Account of the IMF,
which extends reserve credit, would however, acquire, hold and transfer CRUs.

Gold.-Every participating country would place its gold reserves on earmark
with the Reserve Settlement Account and would be credited with an equivalent
amount in CRUs. The earmarked gold could be held in the country's own central
bank, at another central bank, or at a Fund depository of the country's choice.
Title to the gold reserves would be retained by the participating country, as the
earmarking with the Reserve Settlement Account would be solely for the purpose
of recording the gold component of a country's GRUs. No actual transfers would
be made from the earmarked gold except at the time of final settlement, when a
member withdraws. At that time, the earmarking of the gold would be trermi-
nated, and all of the gold would be terminated, and all of the gold would be
returned to the withdrawing country, subject to the obligation to settle its cumu-
lative deficit, if it has one, pro rata in gold and other reserve assets.

With member countries using CRUs exclusively in the transfer of reserves.
there would be no need for the IDUF to hold gold. Instead, it would place its gold
holdings on earmark with the Reserve Settlement Account and would be credited
with an equivalent amount in CRUs. Ordinary quota drawings on the IMF (the
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General Account) would continue to be in the currencies of member countries.
Thus, a member in need of reserve credit from the IMF could secure it by drawing
dollars, sterling, marks, francs, lire, guilders or other currencies, as it does now.
Repurchases would also be made as now, in any currencies which the IMF
holds in an amount less than T7 percent of the quota. Repurchases would be
made in ORUs, however, in those instances in which they would otherwise be
made in gold. Similarly, charges which are now paid in gold would be paid in
CRUs. When the IMF finds it necessary to replenish its holdings of any cur-
rency in the General Account, it would acquire that currency by the transfer of
CRUs, in much the same way as it now does through the sale of gold.

Foreign eochange.-Every participating country would agree with the IMF'
what currency holdings should be included in its foreign exchange reserves.
These reserves would be divided into two categories-foreign exchange retained
as working balances and foreign exchange placed on earmark with the Reserve
Settlement Account for which they would be credited with an equivalent amount
in CRUs. The foreign exchange placed on earmark would become fixed fiduciary
reserves that could not be increased in the future. The working balances would
be retained by the member's central bank. While changes in such holdings would
occur in connection with the operations of the monetary authorities, accumu-
lations in excess of appropriate working balances would have to be converted
into CRUs. Similarly, countries that run down their working balances could
restore them by acquiring the needed currency through transfers of CRUs. No
actual transfers would be made from the earmarked foreign exchange reserves
except at the time of final settlement, when a member withdraws. At that time,
all of the foreign exchange would be returned to the withdrawing country, in
the same currencies as it earmarked, subject to the obligation to settle its cumula-
tive deficit, if it has one, pro rata in each type of foreign exchange and other
reserve assets.

In order to avoid disturbances in the money and capital markets of the re-
serve centers, the participating countries would earmark their foreign ex-
change reserves in precisely the form in which they are held. The Reserve Settle-
ment Account would transfer these deposits and securities to the country whose
liability they are, receiving in return a non-negotiable interest-bearing obliga-
tion of that country with an exchange value guarantee at the present gold
parity. The reserve centers would have to make some arrangements to prevent a
deflation of their banking system through the withdrawal of foreign official
deposits. For example, in the United States, the Federal Reserve could make the
same amount of banking reserves available to the same banks in which
the foreign official deposits were held, on terms that would permit the same
access to bank credit by foreign countries as they now have.

There are a number of questions in connection with the foreign exchange to
be earmarked with the Reserve Settlement Account. It would not be desirable to
treat as eligible foreign exchange reserves the balances in bilateral payments
agreements. Similarly, foreign exchange balances acquired through reciprocal
currency arrangements are reserve credit and should not be earmarked with the
Reserve Settlement Account. On the other hand, special issues of securities
held by the monetary authorities, whether denominated in dollars or their own
currencies, are reserves and should be included in foreign exchange earmarked
with the Reserve Settlement Account. The U.S. Treasury bills held by the IMF as
a gold investment involve special problems. They should be earmarked with the
Reserve Settlement Account, the IMF retaining the right to buy this amount
of gold from the U.S. Treasury in the future. The IMF would receive CRUs
for these Treasury bills.

The foreign exchange earmarked with the Reserve Settlement Account would
be fixed fiduciary reserves, the amount of which could not be increased in the
future. Thus, aggregate reserves would no longer be affected by the surplus or
deficit of the reserve centers, as they would settle their payments in the same
way as other countries, through transfers of CRUs or the conversion of their
currencies in CRUs. Of course, the limitation on the holding of dollars and other
currencies would apply only to official holdings, and would not affect present
private balances or their future increase.

Provision could be made for the retirement of a part of the foreign exchange
reserves earmarked with the Reserve Settlement Account and their replacement
by SDRs whenever this would help strengthen the international monetary system.
For example, if the United States should have a large and persistent surplus
at some time in the future, so that there would be a threat of a renewed shortage
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of dollars, the IMF could request the United States to retire some of the dollars
held in the Reserve Settlement Account by debiting its balance of CRUs. The IMF
could replace the dollars with an extraordinary issue of SDRs in the same
amount, allocating them to all members in the same way as regular issues of
SDRs. Aggregate reserves would be unaffected by the replacement of dollars
with SDRs and other countries would be helped in meeting their deficits. Such
a provision would contribute to the flexibility of the composite gold standard,
while continuing the appropriate trend growth of reserves, without regard tb the
balance of payments of any country.

Special Drawnng Rights.-The SDRs that each country receives from. regular
and extraordinary issues would be placed on earmark with the Reserve Settle-
ment Account, precisely as with reserves in other forms. There would be one
major difference, however, between SDRs and other reserve assets. While the
amount of gold earmarked initially by a participating country would remain
unchanged, and the amount of foreign exchange earmarked by a country would
remain the same unless some of the foreign exchange were retired, the amount
of SDRs in a country's earmarked account would be increased at regular intervals
through the issue of SDRs. Thus, the one earmarked account of participating
countries with the Reserve Settlement Account that would continue to grow
would be the SDRs.

Whenever a country is allocated SDRs, the amount of its allocation would
be placed in its earmarked account and it would be credited with an equivalent
amount in CRUs. No transfers would be made in SDRs, as all settlements would
be in CRUs. When a country withdraws from the Reserve Settlement Account,
the SDRs as well as its other earmarked reserve assets, would be returned to
the withdrawing country, subject to final settlement for any cumulative deficit
it might have. The IMF would arrange the orderly liquidation of any deficiency
or excess of SDRs below or above the cumulative allocations of a country in
accordance with the provisions governing the Special Drawing Account.

Transfcrs and settlements.-As all of the reserves of a country would be
earmarked with the Reserve Settlement Account, there could no longer be trans-
fers of reserves directly in the form of gold, foreign exchange, or SDRs. Actual
transfers of reserves between the monetary authorities of participating countries
would be solely in the form of CRUs and would be made by debits and credits
in their accounts. In such a system, all of the reserve assets earmarked by a
country would comprise a composite supply of reserves, represented by CRUs,
and these reserves could be used only jointly by transfers of CRUs. Of course,
each transfer of CRUs would involve an implicit transfer of the different reserve
assets earmarked with the Reserve Settlement Account, but no actual transfer
of the specific reserves would be made except in connection with a final settlement.

There would be no great difficulty in calculating the rights and obligations
of participating countries when a country withdraws from the Reserve Settle-
ment Account. Suppose, for example, a country with a cumulative deficit with-
draws. Its cumulative deficit position would be shown by the amount by which
its balance of CRUs is less than the total of the different reserve assets it ear-
marked with the Reserve Settlement Account. Suppose that the withdrawing
country had a balance of 800 million CRUs and that the reserves it earmarked
with the Reserve Settlement Account amounted to $1 billion, so that it had a
cumulative deficit of $200 million. The withdrawing country would then be
entitled to the return of 80 per cent of its earmarked gold, 80 per cent of its
earmarked foreign exchange, and 80 per cent of its earmarked SDRs. Twenty per
cent of the different reserves that had been placed on earmark by the withdraw-
ing country would be retained by the Reserve Settlement Account for settlement
of the cumulative surplus of the remaining members.

Suppose instead that the withdrawing country had a balance of 1.2 billion
CRUs and had earmarked $1 billion of different reserve assets, so that it had
a cumulative surplus of $200 million. The withdrawing country would be re-
turned all of the reserve assets it earmarked with the Reserve Settlement
Account. The remaining $200 million would be settled in gold, foreign exchange
and SDRs, in the same ratios as these were earmarked by the deficit countries.
Suppose that the cumulative deficit of all deficit countries amounted to $2 billion
and that this would have had to be settled by these deficit countries with $500
million of gold, $600 million of dollars, $200 million of other foreign exchange,
and $700 million of SDRs. Then the withdrawing country would receive settle-
ment for its $200 million surplus in one-tenth of the amount of each of these
reserve assets implicitly used by all the deficit countries-$50 million of gold,
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$00O million of dollars, $20 million of other foreign exchange, and $70 million
of SDRs. The Reserve Settlement Account would debit each deficit country's
earmarked account with the amount of reserves it would implicitly have used
in settling its cumulative deficit.

Interest.-The CRU would be a composite reserve asset consisting partly of
gold and partly of fiduciary reserves-that is, foreign exchange and SDR's. It is
characteristic of fiduciary reserves that such holdings earn interest. There is
every reason for continuing this practice, as fiduciary reserves are acquired
through a net transfer of real resources-goods, services, and capital assets. The
plan for Special Drawing Rights provides for the payment of interest at a rate
of 1% per cent per annum on average net holdings of SDRs in excess of a coun-
try's cumulative allocations and the charging of interest at the same rate to
countries on their average net use of allocations of SDRs. In the case of foreign
exchange reserves, the interest paid or earned differs according to the currency
and the form in which the reserves are held or invested. No such distinctions
are necessary for foreign exchange earmarked with the Reserve Settlement Ac-
count. All of the earmarked foreign exchange reserves have the same exchange
value guarantee and they are all held in the same form of non-negotiable in-
terest-bearing obligations. For these reasons, the interest charged on earmarked
foreign exchange should be uniform for all currencies. The rate could be the same
as on SDRs or y2 per cent per annum higher. The small differential could be
justified by the non-reciprocal character of foreign exchange as fiduciary reserves.

The Reserve Settlement Account would collect 1/2 per cent per annum from
all countries on their cumulative allocations of SDRs. It would collect 2 per
cent per annum from the countries whose currencies were placed on earmark
with the Reserve Settlement Account. The practical problem is not in connection
with the collection of interest, but with its payment. The simplest method would
be to pay interest at a relatively low but uniform rate on the average balances
of each couutry's CRUs during the financial year. This might seem inequitable
to countries whose CRUs were acquired by earmarking foreign exchange and
SDRs rather than gold. The argument in favor of this basis for paying interest
is that it would emphasize the fundamental equivalence of all CRUs, regardless
of their imputed composition, whether mainly gold or mainly foreign exchange
and SDRs. The alternative method would be to pay interest at the rate of 2
per cent per annum on the foreign exchange component and 1Y2 per cent per
annum on the SDR component of a country's average holdings of CRUs. This
would not be a difficult calculation to make-in fact, no more difficult than that
required for computing net interest on SDRs.

Alternatives to the composite gold standard
The functioning of an international monetary system with multiple reserve

assets depends on assuring the appropriate use of all reserve assets in interna-
tional settlements. A preference by the monetary authorities for holding gold
rathber than dollars or sterling has already emerged, and this preference will be-
come more marked in the future as the monetary gold stock becomes frozen at
about its present level. The activation of the plan for issuing SDRs may make
it more difficult to maintain the equivalence of all reserve assets. The addition
of a new fiduciary reserve asset (SDRs) with characteristics of its own-par-
ticularly the gold value guarantee and interest on net acquisitions-may give
countries a further inducement to alter the composition of their reserves.

The need for some rules regarding the use of different reserve assets, par-
ticularly after the plan for SDRs is activated, is now generally recognized. The
practical question is whether this should be done automatically through a com-
posite gold standard or whether it should be done ad hoc through guidance by
the IMF. The Amendment authorizing the Special Drawing Account in the IMF
contains a number of .provisions designed to make sure that the new reserve
asset is not used by members to alter the composition of reserves and that it is
used by deficit countries and acquired by surplus countries in an appropriate
relationship with other reserve assets. The basic principle set forth in Article
XXV, Section 3 of the Fund Agreement as amended states:

". .. t[A] participant will be expected to use its Special Drawing Rights only
to meet balance of payments needs or in light of developments in its official hold-
ings of gold. foreign exchange. and SDRs, and its reserve position in the Fund,
and not for the sole purpose of changing the composition of the foregoing as be-
tween SDRs and the total of gold, foreign exchange, and r'eserve position in the
Fund."
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In order to make sure that surplus countries with large reserves of gold and
foreign exchange acquire and hold SDRs in an equitable way related to their
surplus and their reserve position, the IMF is empowered to designate the coun-
tries to which SDRs will be transferred for convertible currencies. Article XXV,
Section 5(a) (i) of the Fund Agreement as amended states:

"A participant shall be subject to designation [to provide a convertible cur-
rency for SDRs] if its balance of payments and gross reserve position is suffi-
ciently strong, but this will not preclude the possibility that a participant with
a strong reserve position will be designated even though it has a moderate bal-
ance of payments deficit. Participants shall 'be designated in such a manner as
will promote over time a balanced distribution of holdings of SDRs among them."

On the other hand, to make sure that deficit countries use their other reserve
assets as well as SDRs, particularly if they have a relatively large cumulative
deficit, Article XXV, Section 6(a) of the Fund Agreement as amended requires
participants that use their SDlts to reconstitute their holdings in accordance
with the rules for reconstitution. The initial rule for reconstitution as stated in
Schedule G of the Fund Agreement as amended is as follows:

"A participant shall so use and reconstitute its holdings of SDRs hat, five
years after the first allocation and at the end of each calendar quarter thereafter,
the average of its total daily holdings of SDRs over the most recent five-year
period will not be less than thirty per cent of the average of its daily net cumu-
lative allocation of SDRs over the same period."

When a cumulative deficit country has used a considerable amount of the SDRs
allocated to it, and particularly if its holdings of SDRs are less than the minimum
amount determined 'by the reconstitution provision, the IMP may require the
country to transfer convertible currency *to another country for SDRs. Article
XXV, Section 5(a) (ii) of the Fund Agreement as amended states:

"Participants shall be subject to designation [to provide a convertible currency
for SDRs] in order to promote reconstitution under . . . this Article; [or]
to reduce negative balances in holdings of SDRs."

An alternative method of reconstitution is provided in Schedule G, 1(a) (iv)
of the Fund Agreement as amended, particularly when no other countries are
transferring SDRs for currency. The provision states:

"A participant that needs to acquire SDRs to fulfill this obligation [of recon-
stitution] shall be obligated and entitled to obtain them, at its option for gold or
currency acceptable to the Fund, in a transaction with the Fund conducted
through the General Account. If sufficient SDRs cannot be obtained in this way,
the participant shall be obligated and entitled to obtain them with currency con-
vertible in fact from a participant which the Fund shall specify."

Finally, to avoid excessive reliance on SDRs rather than other reserve assets,
the reconstitution provision, Schedule G, 1(b), states: "Participants shall also
pay due regard to the desirability of pursuing over time a balanced relationship
between their holdings to SDRs and their holdings of gold and foreign exchange
and their reserve positions in the Fund."

Some rules governing the use of reserves are necessary in an international
monetary system with multiple reserve assets. It may be questioned, however,
whether the rules set out in the Articles and Schedules in the Amendment author-
izing the Special Drawing Account are the best way of achieving the appropriate
use of all reserve assets. The limitation on the amount of SDRs that surplus coun-
tries are required to accept and hold (three times their cumulative allocations)
and on the amount of SDRs that deficit countries may use (an average of 70 per
cent of their average cumulative allocations over the preceding five years) indi-
cates that participants are very much concerned with the reserve assets they
transfer or that are transferred to them in balance of payments settlements.

A requirement for the balance used of all reserve assets cannot be dispensed
with so long as countries have a preference for gold rather than other reserve
assets. But the rules can be made simple and automatic, so that they will not re-
quire constant guidance, designation, specification and reconstitution-a process
which underlines the preference for different reserve assets and serves to inten-
sify it. Most important, the rules in the Amendment to the Fund Agreement deal
only with the preference for other reserve assets relative to SDRs, a minor prob-
lem in the international monetary system. They do not deal with the most dis-
ruptive preference of all, the preference for gold over foreign exchange, a prefer-
ence that may become greater after the SDRs are activated.

The great advantage of a composite gold standard is that it can be applied auto-
matically on a cumulative basis to all countries regardless of the composition of
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their reserves. There is Do more equitable way of assuring the balanced use of
reserves than to require countries to use all of their reserve assets in the same
ratios in which they hold them. Moreover, once the composite gold standard is
adopted there is no need for any supervision of reserve transactions. The estab-
lishment of a Reserve Settlement Account with transfers of reserves made only in
the form of CRUs would prevent constant maneuvering to change the composition
of reserves. The final settlement on the withdrawal of a participating country
from the Reserve Settlement Account could give effect to any agreed principles
regarding the use of different reserve assets, including those in Schedules F and G
of the Amendment to the Fund Agreement.

The adoption of a composite gold standard is a natural evolution of the gold
standard. It is the only way to assure the continued use of gold as reserves, in
distinction to its hoarding by the monetary authorities. The attempt to operate
a gold standard without the use of gold reserves in international settlements,
except in emergencies, could ultimately lead to the complete demonetization of
gold. The adoption of the composite gold standard requires no new international
machinery. The establishment of the Reserve Settlement Account requires no
amendment to the Fund Agreement. It can be administered by the IMF as an
independent department to carry out the provisions for the use of SDRs and
other reserves. All that the IMIF would have to do would be to require that im-
plicit transfers through the Reserve Settlement Account should be in accordance
with the present rules for designation and reconstitution as stated in the Amend-
ment until new rules can be adopted under the authority of Article XXV, Sec-
tions 5(c) and 6(b).
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I. CURRENT TENSIONS

The primary problem with which the financial authorities in the industrial
countries have to deal at the present time is the problem of restoring world
monetary order and ending inflation without bringing on a depression. The
difficulty of attaining these objectives would be great enough in a stable world
environment. But it is compounded today by the March breakdown in the inter-
national monetary system and by the fact that there is hardly any financial
leadership left in the world. The March collapse of the gold exchange standard
represents the culmination of the sordid scramble for gold of the preceding
months and the dreary, incompetent financial leadership the world had had for
at least ten years, and perhaps much longer.

We are, indeed, currently in the throes of another crisis. France has instituted
a rather all-embracing system of controls, either in preparation for a new devalu-
ation or to give its economy time to recover from the May uprisings, while the
exchange markets are rife with rumors of an upvaluation of the Deutschmark.
Although the dollar has, throughout the spring, been a bastion of stability
against other currencies, there is a widespread belief that, in the final analysis,
the U.S. may settle for a higher price of gold after the elections. This is par-
ticularly so now that the new amendments to the Articles of Agreement of the
IMF have been accepted by the Board of Governors and have established a new
reserve asset to replace the dollar, pending legislative ratification. This belief,
unfounded though it may be, is going to make it very hard, during an election
campaign and an interregnum, to keep the two-tier gold system in operation
along the lines laid down in the March 17 Washington communique.

In the face of these tensions, it may be questioned whether now is the appro-
priate time to advance new ideas for removing obstructions in the path of inter-
national economic stability and inter-governmental co-operation, and moving
toward a more efficient and stable international monetary system. The obstruc-
tions are, unfortunately, human in nature, and therefore particularly slow to
adapt. The recognition, decisions and implementation lags in understanding and
accepting innovations in the field of international finance have been notoriously
long, and imaginative leadership has been wanting. We shall go into some of
the reasons for that in this paper. For the moment, it is useful to dwell on the
fact that international crises do not typically come upon us suddenly, like a
bolt from the blue. They build up gradually, and usually give the authorities
ample time in which to take positive steps to avert them. This was the case in
1914, and throughout the Inter-war years. It was true during the 1931 crises.
And it was true during the crises of 1967 and 1968. I have had a chart prepared
for presentation to the Joint Economic Committee that reflects one way of meas-
uring the stress or tension in the financial system. It shows how the build-up of
tension signalled, well in advance, the threatening crisis, giving the authorities

IAnalysis prepared forthe hearingsbeforethe SubcommitteeonlnternationalExchangeandPayments
of the Joint Economic Committee, September , 1968, Washington, D.C., and paper prepared for the Ameri-
can Bankers Association Conference of University Professors at Ditchley Park, England, September 10-13,
1968.
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ample warning to prepare both for the run on sterling and the run on gold. I offer it
here as sufficient proof of my contention that there is a great gap in the financial
leadership of the Western world.

Source: See Appendix
FIGURE

Appendix: The International Tension Index
The International Tension Index is a measure of disequilibrium in inter-

national financial markets. It is based on a weighted average of conditions of
financial disequilibrium in eight countries: the U.S., U.K., Germany, France,
Canada, Switzerland, the Netherlands, and Belgium. It is computed on the
basis of the following formula:

0 = [ ov 1+r)+ SR;

where
o=weight of country i
r,=interest rate in country i
ra= U.S. interest rate

FR,= Forward rate
SRi= Spot rate

The weights, a,, are based on proportions of trade, and reduce to:
U.K. = .23
Belgium = . 09
France = . 15
Germany = . 25
Netherlands= . 10
Switzerland = . 05
Canada = . 13

1. 00

for the years 1961-67. The Index was prepared, at my suggestion, by Mr. Houston
Stokes, using monthly averages of Treasury bill rates and forward premiums.
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II. THE PROBLEM OF FINANCIAL LEADERSHIP

When something goes seriously wrong in the field of private endeavor, the
responsible people are usually fired. This is not so in government because ultimate
responsibility rests with politicians, and their interests are usually tied tip with
protecting the reputation of the officials they choose. This is true of most depart-
ments in government; but nowhere is it more true than in the Treasury offices
and Central Banks, with the possible exception of the foreign offices. In matters
of money and foreign affairs, the competence of officials has to be shielded. To
protect these sensitive areas from the prying eyes of public criticism, a mystique,
based on secrecy and intrique, is usually formed out of tacitly recognized self-
interest or bureaucratic regulation. The major instrument of the mystique is the
two-tier information system founded on esprit de corps and synthetically devel-
oped gaps between inside- and outside-knowledge. The British developed this
system masterfully in the days of the Empire, and it was only the complete
bungling of foreign affairs in Europe since 1914 that exposed international politics
to public scrutiny and disdain, and weakened the lese majeste aura shielding
foreign offices from honest reporting of the mistakes perpetrated inside them.

International economic policy over the past fifty years has been hardly more
rational than international diplomacy, but it has been much slower in receving
the criticism it deserves. This is partly because of the technical character of
international financial arrangements, the complexity and confidentiality of the
subject matter, and the slower or more distant connection between action and
public recognition of the consequences of that action. It is also due to the greater
ease with which the citadel can be protected against outside criticism: an occupa-
tional hazard of critics on the outside is the time-intensive process of acquiring
the relevant information, the need for access to quasi-privileged sources, and the
tendency toward intellectual corrupation that results once outsides are flattered
by being drawn into the select circles of the citadel and made a par ry to the
decisions reached. As often as not, those who know can't talk, while those who
do fulfill their responsibility to their profession can be penalized all too easily
by deprivation of further information. This, in my opinion, accounts for the low
level of public understanding of the great issues involved in the subject of inter-
national financial reform.

The best illustration of this syndrome is probably provided by the memories and
biographies of central bankers that have been published in recent years. For
twenty years, Montagu Norman could play a game with Benjamin Strong and
Continental bankers, hiding behind the authority of his Vandyke and the cul-
tivated mystique with which he terrorized the public, a pathological eccentricity
he inveigled the public into confusing with genius. Time, habit, and native intelli-
gence cemented his mastery over the intricacies of high finance and established
his intellectual supremacy over financial details and personalities, while develop-
ing policies that were dead wrong on fundamentals. It is only in retrospect that
we can see how important his own personality was in whittling away the
enormous reputation which the Bank of England had when he inherited the
Governorship.

It is really questionable whether the quality of thinking in the international
financial sphere has improved much since Norman's heyday. There is no ques-
tion, of course, that recent economic performance has been better. The past
twenty years has been a period of stability, judged in comparison with the
miserable performance of the preceding two decades. Nevertheless, the tools at
the command of present experts are so great that standards have to be ele-
vated to a far higher tolerance threshold of incompetence. The mounting dis-
order of the 1960's has been higher recently than at any time since convertibility
(as the Tension Index shows), and it raises the issue: How much entropy can
the system tolerate? And, more important, how much stress, tension, and disorder
can the monetary authorities stand without becoming convinced that basic
adjustments in the world currency system are needed?

Ten years ago, officials were warned of the twin horns of the Triffin dilemma.
When the lesson had finally sunk in, they decided, at the Vienna meetings of
the IMF in 1961, to supplement the Fund's resources with resources drawn
from the countries signing the General Agreement to Borrow (GAB). This
fund of convertible currencies ($6 billion) was necessary to offset the incon-
vertible currencies the IMF had acccumulated from many of the less developed
countries, and to enable the U.S. to draw useful currencies at a time when it
had become clear that the U.S. was shifting from the status of creditor to debtor
country in the IMF. Perhaps more important, in the long run, the GAB resulted
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in a new forum, the Group of Ten, in which the major financial countries could
talk about matters of particular concern to themselves. Analytically, the GAB
could be looked upon as a means of solving, at least temporarily, the Con-
fidence Problem, at a time when the officials placed their hopes in the ability
of the system to make basic adjustments in the U.S. balance of payments.

By 1903, however, a split had developed on the Issue of the liquidity prob-
lem versus the adjustment problem, two problems with which the GAB were
not designed to cope. Because adjustment at this time meant correction of the
U.S. balance of payments, the Americans began to stress the importance of the
liquidity problem, while the Continental countries stressed the adjustment
problem. The U.S. was saying, "Prevent a liquidity shortage," and the Euro-
peanis, "Correct the U.S. deficit" This was real politique at its best, since
more liquidity meant more inflation and more adjustment In Europe, while
more adjustment would imply tougher balance of payments measures in the
U.S. and less world inflation. Each continent wanted to thrust more of the
burden on the other.

After four years of arguing about it, the authorities settled on the SDR
plan last September. This could not prevent the breakdown that took place
last year when the facade of harmonious co-operation was stripped off the
Spirit of Rio. What is even more remarkable, the SDR plan was not even
designed to preserve the system. It was designed to look after long-run needs.
No events in recent monetary history have been more dreaded-or more ex-
pected-than the devaluation of sterling and the breakdown of the gold arrange-
ments prevailing since 1954.

The authorities had ample warning and enough research help to combat a
hundred crises. What broke down was the will to preserve the system.

There had been many good suggestions made at the Hearings of the Joint
Economic Committee over the past decade by dozens of economists. Perhaps I
might summarize here my own offerings. At the November 15, 1953 Hearing of
the Joint Economic Committee, I suggested widening the gold margins to, say,
'-7.5 per cent on either side of parity (e.g., selling gold at $3T.50, and buying it

at $32.50), and argued in a letter to Senator Douglas a week later that the IMF
might be able to permit this change within the framework of the existing Articles
of Agreement. The purpose was to allow gold speculators to make losses as well
as gains, to make gold different from dollars, and to allow more exchange rate
adjustment in the system. I repeated this proposal in my July 28, 1965, testi-
mony, and further suggested an expansion of the gold pool and a new policy by
which countries using the dollar as the intervention currency should centralize
their gold holdings in the U.S. or in the pool. In my September 9, 1966, testimony,
I suggested further that, as an interim solution, the U.S. monetary policy should
take account of world needs for liquidity, while Europeans would ensure that
the U.S. is left with enough gold to accomplish this undertaking without breaking
down the system that then existed. In retrospect, any or all of these proposals
would have been sufficient to preserve the present system.

The international monetary officials are not to be blamed just for watching
the system collapse, for indecision in rthe face of crisis, and for reacting to events
rather than anticipating and guiding them. They are also to be faulted for
building into the system the need for a fundamental deceit. This Is objectionable,
but not just on grounds of piety; the world has conditioned itself to the contrast
between private virtues and public vices. It is objectionable also because it is
self-destructive and self-defeating.

The deceit is, of course, the adoption of the ethnic that devaluation should be
preceded by a lie stating that devaluation will not occur. Its purpose is to ease
the forward and spot positions against a currency, and shift exchange losses
away from domestic monetary authorities onto the private market or foreign
governments.

The problem is not just that monetary officials are placed in a position where
they have to involve themselves in a two-tier sinship cultivated as an instrument
for the management of uncertainty in the exchange markets. It is almost a kind
of status symbol to be important enough to have to lie about events like devalua-
tion and invasions. This kind of prevarication was even built up by Per Jacobbsen
into a kind of personal heroism.

The problem is that a credibility gap quickly makes itself felt. Like anything
that becomes systematized, it suffers diminishing returns; the length of the lag
between denial of devaluation and actual devaluation might even become stable
enough to use for forecasting purposes! Of course the authorities can proceed
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then to the "double-think" and program the public to an "incredibility gap" bysuggesting the need for devaluation when it is not necessary, a type of psycho-logical manipulation that could be especially profitable if the exchange margins
were wider.

The problem, however, is that the public has grown tired of that kind ofnonsense. It was more fitting to the morality of an age past than to the present;it is not only distasteful, but self-defeating. The chairman of the Swiss BankCorporation, Dr. S. Schweizer, expressed this sentiment last December in a cir-
culated letter to Mr. McChesney Martin:"The declaration that the Dollar will be defended up to the last ounce of goldis no longer being taken seriously by anybody and had better not be repeated,since it implies the possibility of developments which, if they should materialize,
would be bound to shake the confidence in the Dollar still more."
and,

". . . millions of people all over the world feel very strongly that the greatesthazard of all is the uncontrolled amount of promises and undertakings whichgovernments all over the world can, and do in fact, create, at no other cost than
the paper on which they 'are printed."This was written just after the U.S. in December had promised not to altertheir support policy for the private gold market, two months before the Wash-ington communique which announced the abandonment of support for the privatemarket. The statements of monetary officials, and even heads of state, on this
subject have been justly derided as so much hot air.Unfortunately, the problem goes beyond mere deceit and immorality. Mone-tary officials live a day-to-day existence reacting to, rather than grasping,events; and they are beginning to lose touch with the real world. They seldomget time to see how the monetary system fits into the wider world about them.It is the greatest of illusions now to imagine that central bankers are "practical"men; the world looks flat inside the restricted intellectual boxes they inhabit.Consequently, when, over the past decade, they have been confronted with thepressures of a gold exchange standard, bent on self-destruction, and their ownverbal commitment to save it, with imaginary weapons, they have increasinglylost touch with reality, succumbing to belief in the twaddle they once put outfor the common public or for academic scribblers as mere propaganda. Mean-while, the academic scientists has increasingly moved out of the ivory towersof learning that an obsolete tradition had accustomed him to inhabit, in orderto bring himself into closer contact with a world crying out for reform. Butmonetary officials have been moving in the opposite direction. Just as in themiddle ages, "academic" had become a synonym for "useless," so bureaucratic
officialdom is preempting the purely ornamental function that used to be thesole prerogative of professors. If officials are to anticipate the needs of thefuture, it is not enough for them to officiate: they need to come out of theirmarble palaces and see their own activities in the perspective of the changes
that have been taking place in the real world.Perhaps one could find no better illustration of the impractical streak thatofficials have developed than the experience of creating Special Drawing Rights(SDRs). This was the sole output of years of study and negotiation by the mostadept experts in the Treasuries. Central Banks. the BIS, the Group of Ten, andthe IMF. The working parties had been told not to study the gold problem.because that was too sensitive a subject, while the research department of theIMI had been put out to graze on "safe" subjects. The outcome was such a com-plicated masterpiece of irrelevance that the heaviest guns of exuberance hadto be fired last fall to distract the public from the nerve-wracking uncertaintiesof the exchange market. Claims of the "greatest thing since Bretton Woods." a"milestone in world co-operation," and one of the "great days in the history offinancial co-operation," were needed to distract the public's attention, even tem-porarily, from the more exciting things that were going on in the exchange mar-kets. These statements were made just a few months before the system brokedown. It all fitted into what Robert Triffin refers to as the garbage-can complex.How else should one describe the living bouillabaisse that currently passes foran international monetary system? We have-as assets-gold, dollars, sterling.Roosa bonds, swaps. drawing rights, and special drawing rights, not to speak ofthe minor reserve currencies like the franc and escudo. The vast intellectual anddiplomatic effort poured another asset into the garbage-following E. M. Bern-stein's principle of "add, never take away." The theory is a subtle one, however,presumably grounded on the idea that enough clutter will make the need for
rationalization of the several assets obvious.
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I should not want, however, to disparage the significance of the new amend-
ments to the IMF involved in the establishment of the SDRs. The new amend-
ments are of fundamental importance, both with respect to the new asset they
provide for, and the changes in the modus operandi and power structure of the
Fund. Nor do I wish to denigrate the skill required to have negotiated such an
agreement. The new amendments are incredibly subtle and complex in their real
meaning. Some hint of their complexity is indicated by the fact that the Execu-
tive Directors were requested at Rio to submit reports to the Governors by
March 31, 1968, but were unable to meet the deadline, despite "all levels (of the
staff) . . . working under intense pressure, sustained for more than six months." 2

It is clear that the issues that had to be resolved were exceedingly complex, and
not at all inconsequential.

My initial readings of the amendments have convinced me that they will
fundamentally alter the character of the Fund, shifting the power to the credi-
tors and vitally affecting Fund operations with the U.S. I cannot go into that
question at any length here, except to point out what must by now be evident,
that the U.S. has effectively given a gold-value guarantee on Fund holdings of its
currency, even in the event of a uniform reduction of par values. As a practical
matter, the U.S. will now have to be extremely reluctant to make any use whatso-
ever of the Fund's resources. On these grounds alone, the new amendments
cannot be considered of minor importance.

Im. THE NEED FOR AN INTERNATIONAL MONEY

It Is in the light of the expected finalization of the new amendments that one
is asked whether any new recommendations might be made to the Governors
of the IMF at the Washington meetings. It is my view that the coming meetings
offer a great opportunity. For, while the creation of the Special Account in the
Fund did not prevent a breakdown of the existing gold arrangements, it did
demonstrate a general willingness to make substantial improvements in the
system. The Governors proved less conservative than the experts. The satisfac-
tion with which the Outline was greeted reflected not just the concern for a
new means of creating liquidity, not just the hope of the less developed countries
that when the short-run monetary problems of the developed countries are
solved, the latter will be able to turn their energies to the more basic question
of long-run development finance.

There was a new ingredient. The new ingredient was the excitement en-
gendered by a new experiment in world sovereignty. The concept of world
money is a breathtaking step, and one could sense a belief that a new era had
dawned in financial relations between nations. 3

It would seem to me to be very unfortunate if the momentum toward financial
integration developed at these meetings, and by the lengthy negotiations over
the Special Drawing Rights that preceded them, should be cut short by the
disillusion over the breakdown of the gold exchange standard in March or by a
failure of imagination at the present time.

It is clear in what direction we need to move. We need to construct, out of
all the assets currently used by the monetary authorities, a new world cur-
rency. This was recognized years ago by that eminently practical central
banker, the late Charles Rist:

"What international commerce needs is a common and unquestioned money
to which all the international prices can be pegged."'

I do not believe this to be a radical proposal. It is, rather, an evolution of
trends that have been going on for a long time.

The American people recognized the need for a common money when, nearly
two hundred years ago, they created (by the Act of 1792) a national money, the
U.S. dollar, to replace the separate monies of each of the states. The French have
also taken a lead in the movement to a world money; in 1867 Napoleon III con-
voked in Paris an international monetary conference for the purpose of build-
ing an international monetary system (based on the Latin Monetary Union).
And his idea, at that time, received considerable support in the U.S. The U.S.
mint in fact prepared in 1874 a sample for an international gold coin carrying
the inscription, "Dollars 10/Sterling ;2. 1. 1/Marken 41.99/Kronen 37.33/Gulden

2
Proposed Amendment ot the Articles of Agreement (IMF, April 1968).

3 "The International Monetary Fund" in International Financial Organization, 1968.
4 Rist believed. at the time he wrote, that the only practical International money was

gold. But technological advances have created better alternatives. The above excerpt
was written in 1952. See C. Rist, The Triumph of Gold (New York, 1961, p. 205).
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20.73/Francs 51.81." The U.S was also instrumental in convening the centennial
conferences of 1878, 1881, and 1892 to explore further the problems of bimetal-
lism and world money, although nothing much came of them.

My proposal, therefore, is not new; it is even, in a sense, in the tradition of
U.S. international economic policy.

It must be realized that, in the nineteenth century, the existence of national
currencies was regarded as an enormous defect. John Stuart Mill, for exam-
ple, expressed his dislike of the nineteenth century system as follows:

"So much of barbarism, however, still remains in the transactions of the most
civilized nations, that almost all independent countries choose to assert their
nationality by having, to their own inconvenience and that of their neighbours, a
peculiar currency of their own."

A fortiori, we do need in the twentieth century to reduce the scope of "bar-
barism," for by most standards the nineteenth century system was more co-
hesive and stable, from the standpoint of international relations, than that
prevailing in the twentieth century.

But the idea of an international money is not even the exclusive monopoly
of the modern age. It goes back to the Middle Ages. One can cite, for example,
the writings of Gaspara Scaruffi, who, in his Alitononfo ("true light") pub-
lished in 1852, advocated a uniform money throughout Europe, as did also
Jean Bodin, Juan Marquez, and various other writers of the sixteenth and
seventeenth centuries. I mention these historical precedents not because they
are worth current study, but only as a reminder of how out of date much cur-
rent thinking on the subject is.

One may hope, however, that thinking in official quarters has been impressed
by the dislocations that have occurred and are expected in the exchange markets.
Some indication of a new, forward-looking trend toward imaginative leader-
ship is suggested by the following statement:

"In the international monetary field we are on the threshold of a new evolu-
tion which will similarly lead towards a deliberate control and management of
international reserves in the interest of international stability."

This was written by Dr. Emminger, just a few months ago.' It is in that spirit
that I suggest a new initiative be taken by the world monetary authorities to-
ward creating a world currency. In the absence of such an initiative, the world
will be confronted with more instability in the near future.

IV. OBJECTIONS TO THREE ALTERNATIVES

There are really only three possibilities. One is the so-called "Roman Solution."
This means formally adopting, or acquiescing to, the dollar standard. The solu-
tion has an arrogant ring to it, and no doubt its name was contrived by an op-
ponent of it. It is not nearly as bad as it sounds. I have to confess that I
advocated a dollar standard to a Canadian audience in 19646 and, again, to a
meeting of bankers in Geneva in the following year.7 I lost my enthusiasm for it,
however, as a system that could be made viable in the long run. The political
objections to it are substantial since it places the central bank of one country in
a supra-national role.

A decade ago, it would have been more feasible; but it would not work today,
except temporarily. Let me quote again from Dr. Schweizer's letter to Mr. Martin:

"Allow me ... to revert to the possibility of further large gold losses of the
U.S. before the curtain would be rung down on our present Monetary System.
The generally accepted idea is that this would introduce a new area of a purely
Dollar-based monetary order. This is a cliche, based on wishful thinking, to
which many of your countrymen apparently are looking forward with great un-
concern if not with direct hope and cheerful expectations.

"For my part, I am afraid that things would not be as simple as this and that
there is a very serious danger that in such an eventuality the other big world
power, namely Russia, still in possession of large holdings of monetary gold,
and enjoying the benefits of an important annual production, would emerge as
a pillar of monetary solidity and stability to which a large part of the world,

5 Otmar Emminger, "The Role of Gold In our Monetary System," (Address before theNational Industrial Conference Board's Financial Conference, February 14-15, 1968,
New York).

6 "A Dollar Standard and All That," (Remarks delivered to a meeting of the PrivatePlanning Association of Canada in Montreal on December 12, 1964).
7"Conflict and Reform in the International Monetary 'System," (Presented to theBanker's Club of Geneva, June 30, 1965).
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including some Western countries, might be attracted and become definitely
attached.

"Some serious thought, in my opinion, ought to be given to these wider, not
only financial but political aspects, before such a situation is allowed to
materialize."

The fact is, however, that for practical purposes, the world has moved, since
the March communique,8 onto a dollar standard.

Although the objections to a dollar standard are primarily of a political nature,
there is also a purely economic objection. The U.S. would, unlike other countries,
have no balance of payments constraint. It would be in the same position as any
country that ignored its foreign exchange rate, except for the fact that other
countries would accumulate dollar balances as reserves. Whereas other countries
would have to allocate their monetary policies to preserve balance of payments
equilibrium, the U.S. could direct its monetary instruments solely to the achieve-
ment of domestic stability. This is consistent, of course, with the fact that in an
n-country world, there are only n-1 exchange rates, and only n-1 countries need
to pursue independent balance of payments policies, leaving monetary policy in
one country free to pursue domestic objectives. At the 1964 Christmas meetings of
the American Economic Association, I argued this point as follows:

"Remember that only n-i countries in an n-country world need adapt to
balance of payments disequilibrium. If there is a dominant country in the world
economy, that country can and should govern its policies according to the needs
of internal stability, and smaller countries can and should adjust to it. There is
no more socially useful service a very large country like the U.S. can perform
for the entire world than to perserve price stability and full employment for
itself, and the instruments needed to attain these goals need not and should not
be unnecessarily hamstrung by balance of payments considerations."

While I still believe this to 'be true, I now feel that it does not leave other
countries with satisfactory protection in case the U.S. does pursue an excessively
inflationary policy, as it did in 1965-66 and more recently. Kindleberger's sug-
gestion, that Europeans be represented on the U.S. Open Market Committee,
makes economic sense, but it may be unrealistic from the standpoint of European
and American politics. For these reasons, I believe a dollar standard would not
be acceptable in the long run, although it fmay be necessary as a transitional
system. The U.S. may still have to use its monetary policy primarily for the
sake of domestic objectives,10 (erring, when in doubt, on the side of inter-
national objectives); but it has some international responsibility for helping the
other countries to find a satisfactory alternative to the political disadvantages
of such a system, and to the economic disadvantages when the U.S. is not able to
maintain stability.

The U.S. can, of course, stand pat on the current arrangements, and leave
it up to other countries to see its wisdom; this means going along with the two-
tier system and accepting a dollar that is, in fact, no longer convertible into
gold. But other countries are not likely to accept it in the long run. I think
one could expect this to result, eventually, in a coalition against the dollar and
the emergence of a Continental currency based on gold or some new asset of
their own. (Giscard d'Estaing has suggested a European currency called the
Euron.) A two-bloc, or perhaps three-bloc, system would be a likely outcome,
with a very large group of countries based on the dollar, another based on a gold-
centered European currency, and perhaps another group based around sterling."

This solution is not one that can be ruled out hastily; it may, indeed, turn
out to be the most practical one, failing the ability of authorities to agree on
a wider international system. But the means by which it would be brought about
if the U.S. attempted to impose a dollar standard could invoke bitterness and
frustration against the U.S. without any compensating advantages. In true
Roman fashion, of course, the U.S. might in fact be able to splinter any coalition

S Switzerland does not have a par value because it is not a member of the IMF, but the
Swiss franc is defined in terms of gold (0.20322 grams per franc). From a formal, legal
point of view, therefore, the Swiss franc alone among the world's currencies was devalued
by the March communique, since Switzerland maintained her dollar-franc exchange rate.
The subject is a sensitive one in Switzerland.

9 I have developed this point at greater length in "The Collapse of the Gold Exchange
Standard," (Address before the Annual Meetings of the American Farm Economics Asso-
ciation at Montana State University, Bozeman. Montana, August 18, 1968, mimeo).

19 For the mathematics of the dollar standard and the gold exchange standard, see my
International Economic8 (Macmillan, 1068). Chapter 13 and Appendix.

2 I analyzed this system in my International Monetary Sy8tem: Conflict and Reform
(Private Planning Association of Canada. Montreal, 1965), discussing a three- or four-bloc
system (the fourth was based on the ruble).
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organized against the dollar; there are certainly enough latent conflicts inthe rest of the world to exploit divide et imnpera. But pouring oil on troubledwaters is not the American way; there is surely too much of that in otherparts of the world. Surely there is a beter way. Both the policy of do-nothingand divide et impera would be abrupt changes from the historical positive rolethat the U.S. has played in international co-operation since the war.There is, of course, another possibility: flexible exchange rates. After all, whynot use the price mechanism to ensure balance between the supply and demandof each currency? Theoretically, such a policy is not, of course, optimal becausean efficient system of payments is furthered by a single money as a mediumof exchange and unit of contract. This is why, within most countries, the liabili-ties of one bank are convertible at a fixed price into legal tender. Indeed, if wefollow Sir John Hicks' idea that each individual ought to be analyzed as abank," the idea of flexible exchange rates would be carried to its reductio adabsurdum since it would mean S-1 exchange rates, where S is the world's popu-lation! Of course, it is silly to carry logic that far. We live in a rather inefficientworld, and as a practical approach under some circumstances, a flexible ex-change rate may not only work, but be the only alternative to comprehensivecontrols. It is not hard to understand Flriedman, Meade, and Lutz, living in aworld of noxious controls and advocating, back in the 1950's, a regime of flexibleexchange rates. But the world of the late 1960's is completely different; andwe have a right to expect higher standards. In our present world, a system ofnational currencies fluctuating in terms of one another would tend to break downinto a world of optimum currency areas.' My own view is that we need fewer,rather than more, currencies, even though we may need more, rather than fewer,currency areas. Currency blocs have to be large if they are to make any senseat all." But even though some countries may want to let their exchange ratesfloat (and there are circumstances under which they should want to), we stillneed an international currency for those countries who choose to remain in
the international system.

This brings us back to co-operative solutions involving a common internationalmoney. With a dollar standard ruled out, and leaving aside a multiple-currencyflexible exchange rate system, we are reduced to going back to gold or finding anew international currency. Going back to gold has serious disadvantages. Thereis insufficient gold to go around in the world at its current price, and to base aworld solution on gold would mean increasing its price substantially. I have else-where gone into my detailed reasons for opposing an increase in the price ofgold." I would not oppose it if there were no better alternatives. But I believemy present plan is a far better solution. But even if it were feasible or efficient toraise the price of gold, some institutions would have to be created to handle theproblem of sporadic shifts in technology, discovery, and Russian gold policy, andvolatile shifts between foreign exchange assets, gold, and Special DrawingRights.'" But if an increase in the price of gold is ruled out, we are reduced tothe need for a new currency. What about Special Drawing Rights?
Special Drawing Rights at the IMF have been looked upon as a form of worldmoney. The new SDRs represent the hopes of those who believe that the worldalready has a new international money. But SDR units are not really money;

their value is linked to gold. Even if they were true money, they have several
disadvantages as an international money. I shall be going into this question in
more detail elsewhere. Let it suffice for me to say that there are sins of omission

13. R. Hicks, "A Suggestion for Simplifying the Theory of Money," Economica (Febru-
ary. 1935).1s Some suggestions are included In my "A Theory of Optimum Currency Areas." AER(September, 1960), reprinted in International Economics (Macmillan, 1968), Chapter 12;R. McKinnon, "Optimum Currency Areas," AER (September, 1963) ; and P. Kenen,"Optimum Currency Areas, An Eclectic Approach," Chapter 2 in Mundell and Swoboda(ed.), Monetary Problems of the International Economy (University of Chicago Press,forthcoming) .

141 am aware that this does not dispose of the many arguments in favor of flexible ex-change rates, but I do not have time to go into that question now (I Intend to treat It indetail at a later date). Let me just assert that the arguments for flexible exchange rateshave not progressed much beyond the primitive state in which they were out by Friedman,Meade, and Lutz. The arguments opposing them, as exemplified by the IMF Annual Reportsof 1951 and 1962, and the Board of Governors of the Federal Reserve System in 1962, areat an even lower intellectual state, and are hardly worth discussing. The reason for theprimitive state of the case on both sides is the polemical nature in which the subject hasbeen treated, and the unfortunate tendency of protagonists on both sides to argue forvictory, rather than truth.15 "Should the U.S. Devalue the Dollar?" (Paper presented to the Western EconomicAssociation Meetings, August 21, 1968, in Corvallis, Oregon, mimeo).18 For example, Robert Triffin's Gold Conversion Account.
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and commission involved in the creation of SDRs. The sin of omission is that it
does not offer a solution to the so-called co-existence problems. The sins of com-
mission are its gold-value guarantee (which may ultimately make them an
albatross around the neck of the U.S.), its veto provisions, and its absence of
"backing." I do not wish at this point to go into the delicate, most important
question of the gold-value guarantee. I would like to say something, however.
about an international money with zero backing. I have always regarded it as the
culminating point of mutual trust," the end of a long, evolutionary process in
which confidence in the workability of an arrangement and the acceptability
of a new currency is gradually built up. In the case of the SDRs, it has been made
the beginning point of the arrangement, and I believe that will have deleterious
consequences for their growth in the future. I do not believe that the authorities
will place sufficient faith in the new drawing rights to create the quantity of
new assets that will be needed. If I am right, it means that the quantity of re-
serves, based on 100 per cent trust, as the SDRs are, will be allowed to rise
only gradually. You can get 100 per cent trust invested in only a small fraction
of reserves at the present stage of international collaboration. I would prefer SO
per cent trust applied to all reserves, because that would produce a better spread-
ing of the risk, even if, as one would hope, the risk is purely psychological.

Because this point is of great importance, it is worth showing how the ques-
tion of backing and trust are related to the issue of the gold-value guarantee.
There was, initially at least, a difference of opinion among the Group of Ten as
to whether the SDRs had a gold guarantee. But the issue was resolved in the
amendment -to the Articles. The "unit of value" of the SDR units is .888671
grams of gold (the equivalent of a dollar at the official price). If any currency
is devalued by a given proportion, an SDR unit will buy a proportionately larger
amount of that currency. If all currencies are devalued, say in half, by an
official reduction in the par values of all currencies, an SDR unit will buy
twice the number of currency units as before (the same amount of gold) unless
an 85 per cent majority of votes in the Fund waives this provision. It would be
extremely unlikely, therefore, that this majority could be obtained, particularly
since an 85 per cent majority is (now) also required to effect a uniform reduc-
tion in par value. This is because the constellation of countries whose interests
would be furthered by a reduction in par values is likely to differ from those
whose interests would be furthered by an exception to the maintenance-of-
gold-value clause. For example, surplus countries with large (non-guaranteed)
dollar holdings would tend to oppose a uniform reduction of par value, but
would want to make an exception of the maintenance of gold value, while coun-
tries with large SDR holdings may or may not want a uniform reduction of
par values, 'but they would be extremely unlikely to vote for it unless it had a
maintenance-of-gold-value clause.

If, for example, the EEC countries wanted an increase in the price of gold with
the maintenance of gold value (because they held strong general and special ac-
count positions at the IMF) and the rest of the world wanted an increase in the
price of gold, but the U.S. would agree only If there was a waiver of the main-
tenance-of-gold-value clause, there would be no agreement to increase the price
of gold. Effectively, therefore, the probability of an increase in the price of
gold without the application of the maintenance of gold value is practically nil.
It follows, therefore, that gold and SDRs will be very close substitutes. and
should engender on this ground alone (assuming inviolability of contract) the
substitution of SDRs for dollars, particularly since SDR holders will receive
interest, as between gold and SDRs abroad, since the U.S. continues to be the
residual holder. But as between dollars on the one hand, and gold plus SDRs
on the other, the movement will depend on the probability of a change in the
par value of the dollar-first, vis-a-vis other currencies. and then vis-a-vis gold
and SDRs. However, if, as I have argued elsewhere,"3 the possibility of dollar
devaluation vis-a-vis other currencies is unlikely at the present time (with the
possible exception being a couple of European countries) whereas a uniform
reduction in the par value of all currencies is unlikely after SDRs become sub-
.etantial elements in the balance sheet (because of conflicting interests of the
U.S. and Europe with respect to the maintenance of gold value), uniform de-
valuation becomes feasible, in view of the voting arrangements recently adopted.
only if it takes place in the near future.

17 I discussed the relation between "trust" and reserve ratios In my "The Optimum
Structure of a Central Bank" (Frank Graham Memorial Lecture delivered at Princeton
University, May 1968, mimeo).

13 "Should the U.S. Devalue the Dollar?" (loc. cit.).
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The question of trust, however, turns on *a different way of looking at the
problem. Trust involves the integrity of the contractual agreement made and
the political environment in which it is immersed. Since the SDRs have no
"backing" and are of no intrinsic worth, the agreement to honor them is con-
tingent on the interest a country has in honoring them in exchange for other
assets. As an asset, they have fiat character that has a value only as good as
the agreements to honor them are kept. We assume they will be honored, because
as economists we assume a given legal environment. But history has shown al-
ternative possibilities, as exemplified, for example, by existing debts arising from
World War I that are not recognized by one party, nor cancelled (written off)
by the other.

This is not to say that the SDRs cannot function as international money. My
purpose is to emphasize that their properties are affected in an important way by
the fact that they are unbacked."5

In view of these considerations, we must conclude that the Special Drawing
Rights cannot be sufficiently relied upon as a genuine international money. This
consideration, combined with the problems created by the new amendments to the
Articles, which severely restrict the Fund's traditional operations and shift power
to the creditor countries, makes the danger of a potential liquidity problem as
acute as ever.

We must, therefore, conclude that the new Fund Agreement does not meet
the problems of the international monetary system. At the same time, the new
two-tier gold arrangements have immobilized gold reserves and made most gold-
holding countries illiquid. There is still a huge gap in our international financial
arrangements.

V. A NEW INITIATIVE

It is in recognition of that gap that I propose the creation of an international
currency. The time for creating one has, I believe, arrived. Its scientific founda-
tion, based on sound banking practice, is, I believe, secure. Although it accom-
plishes much more than the SDR plan, it is less radical in principle. The major
barrier in past years would have been the international financial bureaucracy.
But new light has appeared. The experts who created the Special Drawing Rights
have developed an understanding of the international system superior to that of
any international financial delegation in human history. After having created
an instrument as subtle and complicated as the SDR unit, the proposal here ad-
vanced is child's play to understand and implement.

If the attached plan for an international monetary pool merits sympathetic
consideration, it could be offered as a recommendation to be considered at the
IMF meetings by the U.S. But the initiative does not, in fact, have to come from
the U.S. If the U.S. is not interested in it, the initiative could come from Britain,
Germany, France, Japan, Italy, or India. Since the proposal is not tied to existing
treaty arrangements (to facilitate co-operation with non-members of the Fund),
there is no reason why universal agreement is necessary; a few countries could
go it alone. Universality is not necessary. The proposal presents a minimum con-
flict with existing institutional arrangements. All it requires is a bit more imagi-
nation than has been shown on these matters in the past year. Public opinion
itself may be necessary to jog the monetary authorities from their lethargy, if
the current disruptions of the exchange markets of the past year have not already
done so.

ID My position on this issue appears to differ rather fundamentally from Professor Mach-lup's. In his Remaking the International Monetary System: The Rio Agreement and Beyond(Baltimore, 1968, pp. 64-68), he applauds officials for their courage in not succumbingto the old "myth of backing," and suggests they be given honorary degrees by the greatuniversities I agree with him that the officials deserve honorary degrees, but not with hisdithyramb about the absence of backing in the SDR scheme. His economic argument is, ofcourse, valid if the legal system is held constant and there is complete trust that whenand if a member withdraws from the Agreement or if the Account, for one reason oranother, breaks down, all commitments will be honored. But that is precisely what, in myopinion, the whole issue of "backing" is about. I do not believe the authorities will be aswilling to stake as much confidence in unbacked liabilities as they will in backed liabilities,and that consequently, an approach to world money creation through this route is morelimited than Machlup appears to suggest.
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VI. THE PLAN

A. WHY?

The objectives of the proposal are seven-fold:
1. To restore control of the private gold market to the monetary authorities

and implement a coordinated gold policy for the major countries.
2. To neutralize destabilizing shifts from one reserve asset to another and pre-

vent the destruction of international currency reserves.
3. To provide a systematic means to create new purchasing power in the event

of a world depression, or absorb excessive purchasing power generated by ab-
normal fluctation in gold supplies or Russian policy.

4. To rationalize the present proliferation of reserve assets into a single world
currency.5. To provide the rest of the world with an alternative intervention asset
to the dollar or to gold in case the need arises.

6. To develop a centralized management of the international monetary system
and coordinate guidelines for world monetary policy.

7. To provide a forum in which the debt and balance of payments problems of
the less developed countries can be coordinated with development aid policies
as the need for this coordination appears.

I submit that our present arrangements do not fulfill these functions.

B. HOW?

These objectives can be fulfilled by the creation of a common international
currency, initially for use by central banks alone, but eventually available to
traders, travellers and lenders as the need arose. The currency would be backed
by gold and reserve currencies and would represent a form of international
paper gold certificate or receipt (the intor). The intor would be freely usable in
payment of all international debts and, in itself, be a final unit of measure and
contract for international obligations. It would be a hard international money,
superior to gold or dollars and capable of being expanded or contracted accord-
ing to the needs of the world economy.

Intors would be established by the centralization of existing gold, dollars,
and sterling reserves in an international Monetary Pool (IMP) Countries would
place part or all of their reserves in the IMP and would get intors in exchange.
Members would agree to accept intors freely in exchange for their own cur-
rencies. As the plan for special drawing rights is activated, the IMP would alsobe authorized to acquire SDR units and issue intors in exchange. The IMP
would be owned by its members who would be the beneficiaries of the internal-
ization of the externalities involved in the saving of resources through the use
of a common money.

The quantity of intors would be adjusted over time by the purchase or sale of
IMP assets just as currency is issued today by any of the banks of issue Au-
thorized assets would include gold, interest-bearing reserve currencies, gold
tranche IMF positions, SDR instruments, IBRD bonds, and such other com-
modity or financial assets as authorized by the directors. In addition they would
include a specified quantity of "founding instruments" to be specified in the
next section. Interest received on earning assets would be paid (after deduc-
tion of expenses and a reserve fund) as dividends on intor holdings.20

Founding members would be those who committed reserves at the inception
of the IMP. They would have the privilege of depositing founding instruments
(a sum of their own currency) with their reserves, receiving an equivalent value
of intors in exchange. These founding assets would become dormant (non-rn-
terest-bearing) assets of the IMP, used only in the event of the withdrawal
of a member. Founding members thus receive a bonus premium for early mem-
bership.2'

The scheme would be open to any country in the world.
2' Subject to the discretion of the directors, the dividends would be paid either In the

form of additional intors or In the currency In which Interest Is received.x It Is unnecessary at this stage to develop the details of the premium that wouldbe provided to the founding member; a flat 20 per cent of the contribution of reservesmight be a rough rule of thumb, but adjustments would have to be made to avoidenalties to countries which, like France, Britain and India are financially prostrate.have worked out a tentative weighting system, but this Is not the time to elaborate on
details.
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C. THE IMP: AN EXAMPLE

A sponsoring party (e. g., the U.S., Germany. the gold pool or the Group ofTen) invites other countries to deposit some or all of their reserves in a centralpool along with specified sums of founding assets (FA). In exchange for thesereserves the countries would acquire receipts or certificates, in the form of intors.The plan would come into operation within (say) a month of the invitation.An example will illustrate how it would work. Think for the moment of anintor as being worth a dollar or .888671 grams of gold at current prices. Sup-pose $30 billions worth of gold and $20 billions worth of other reserves (dollars,sterling, Roosa bonds) are deposited in the pool, and that each founding mem-ber is given the right to submit one intor's worth of his own currency for everyfour intors' worth of exchange reserves. Then the accounts of the IMP couldbe deposited as follows (IOU's are used to stand for the founding assets)
Assets:

Gold --------------------------------------------------------- $30. Ob.Dollars and other currencies----------------------------------- 20.0FA _____________________--__ 12. 5
Total ------------------------------------------------------ 62. 5b.Liabilities: Intors…------------------------------------------------- 62. 5 b.

Individual countries would have obtained an asset, intors, that represent gen-eralized purchasing power, an unconditional means of payment acceptable atall participating central banks. Any country wishing to do so could use it as anintervention currency or as a unit of contract.
The IMP would have the authority to engage in gold transactions in theprivate market to further the gold policy of the members, and to exchange intorsfor the major intervention currency in order to integrate the operation of thepool with the exchange market policies of the members. Other countries wouldtherefore have the choice of using the dollar or the intor as the intervention asset.Let us consider some of its operations. Suppose the Russians have a bad harvestand offer for sale $500 million in gold. This would drive down the Zurich orLondon price to perhaps $32 or $30 an ounce under present arrangements, depend-ing on how quickly it was fed into the market. Under our present arrangementsdollar-holding central banks-especially the smaller ones-would be tempted tobuy up the gold and sell it to the IMF, as under existing arrangements theFund is obligated to buy gold. To prevent this, the IMF could buy up the totalat a price of, say, $33, paying for it In intors (or dollars), and then neutralizethe inflationary impact of the purchases, if necessary, by sales of other assets asfar as it was judged to be necessary.'
It must be recognized that the mere existence of the pool would have a hugeimpact on the system. Control over the gold market would induce private goldto be released from hoards and sold to the authorities (probably about $6 billionsworth). No country would be able to dominate it. Erratic political behavior by-any one country could be quickly punished. And if certain eventualities, perhapsunpleasant to speculate upon but nevertheless worth analyzing, occur, protec-tion would exist for the remaining countries. I shall mention one or two of thesepossibilities not because I consider them likely, but because a system that providessome insurance against unpleasant big upheavals can readily handle the modestchanges that are more likely to occur, but against which the present monetary

authorities have felt helpless to cope.
Let us start off with some really dramatic changes so that we can see the kindof protection the IMP would provide and its superiority over the alternativesopen at the present time. Suppose that the U.S. demonetizes gold by ending alltransactions with central banks and offering to auction off some or all of itsremaining gold reserves. The price of gold would fall. We cannot say by howmuch, because it would depend on whether the Fund felt legally obligated toaccept gold at the official price. In the absence of gold hoarding by private orofficial users, the free market price would probably be below $25 an ounce. Butthe overhanging liquid stocks in private hands and the offer of the U.S. to sellwould create great problems. In any case gold-holding countries would bedeprived of much of the security now provided by their gold stocks." If they

22 The IMP could use either the Bank of England as its agent, as the gold pool did,or establish direct connection with the London, gold market or the Zurich pool.23 I have gone Into this issue in somewhat greater detail In a paper delivered in GenevaThe Future of Gold' (June, 1968).
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abandoned the dollar as an intervention currency and switched to gold they
would, on the other hand, be confronted with the threat of an inflation not unlike
that which threatened silver countries after the U.S. demonetized silver in the
last century. The IMP could protect them against this eventuality because they
could switch to intors as the intervention currency and let the dollar depreciate
in terms of intors without altering the fixed exchange rate relations they may
want to preserve with each other.

Suppose next that the U.S. doubled the price of gold. This would benefit
gold-holding countries compared to dollar holding countries and apparently
dishonor the U.S. government because of its previous pledges. It would also be
very expensive in view of the gold-value guarantee of Fund obligations. But the
option of reducing or increasing the par value of all currencies (raising or lower-
ing the price of gold) was built into the IMF articles and the door to such a possi-
bility should be left open in case there arose a sudden need for a drastic
upward or downward adjustment in liquidity (e.g., in case of a world depres-
sion or important new gold discoveries). The IMP would make it far easier to
adjust the price of gold because it has the effect of distributing the gains or
losses from a change evenly distributed among gold-holding countries. It contains.
in this respect, the virtues of the Profuma plan, and does not unfairly penalize
gold-holding or dollar-holding countries.

As a final example, suppose the U.S. embarks on a course of accelerated
inflation. Europe has no feasible protection against U.S. inflation under the
present system. Under a properly working system gold conversions would
warn the U.S. of the dangers of this policy. But under the present system the
countries cannot convert excess dollars into gold because they know the U.S.
Treasury will simply close off that option.

It is true that the U.S. has said it will "defend the dollar up to the last
ounce of gold," but this is hardly credible. It would be more correct to say that
the U.S. will defend the dollar up to the last ounce of gold the Treasury will sell!
Faced with this threat the other countries could pin their currencies to gold,
but gold might have an unstable purchasing power even compared to an inflating
U.S. currency; clearly intors would be better because their contract domain
extends over all the (other) convertible currencies. Alternatively, they could let
their exchange rates float, but not without allowing intra-European rates to
fluctuate or adopting a European currency as an intervention currency. (Neither
Germany nor France however are enthusiastic about choosing, respectively, francs
or marks as the intervention currency.) Moreover, flexible rates would disrupt
institutional arrangements in the Common Market; in any case flexible exchange
rates are only a transitional system. With the IMP countries could latch onto
intors and preserve their exchange rates among themselves without all ex-
change rate strings passing through the trading desks of the New York Federal
Reserve Bank.

In these cases the IMP will provide central banks with a protection against
the vagaries of Russian sales, South African monopolistic practices, U.S. infila-
tion, a bouncing gold standard, or the political disadvantages of the Roman
solution. It will provide a hedge against the grave uncertainties that are presently
facing Central Banks as well as more freedom for the U.S. to opt out of those
responsibilities that have led officials in Washington to adopt a system of controls.
The present scheme shows that the rest of the world is not as hopelessly at
the mercy of erratic policies in either Washington, Paris, Moscow, Johannesburg
or Zurich.

The scheme would not, however, be useful only in its role of taking command
over the gold market and providing central banks with a conservative and safe
international currency reserve. The pool also represents a depository for SDR
instruments held by its members. When a country that is a participant in the
pool receives SDR instruments, it can dump them in the pool and get intors in
exchange. The central banks have a residue of district in the Rio scheme,
and will distrust it even more as the implications of the gold-guarantee provisions
come to be better understood; the intor system gets them off the hook. It makes
a virtue out of some of the defects of the SDR scheme.

D. SOME DETAILS

We have now developed the main outlines of the agreement and some of the
major advantages that can be expected from its successful implementation. There
are a number of details that are worth considering, even though It would be
premature to engage in an overspecific discussion until the main principles are
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conceded. I list below a few of the specific features that may be worth dis-cussing:
1. Dollars and sterling deposited with the pool are debts of the U.S. and U.K.governments, and would earn interests for IMP members. With respect to therate of interest charged to the U.S. and U.K., a distinction could be made between(a) existing balances and (b) new balances. Existing balances need to befunded, and a modest rate of interest, of perhaps 3Y2 per cent, would be appro-priate. But new balances acquired through current surpluses would yield forthe pool penalty rates of, say, 51/2 per cent or even 6 per cent. The U.S. and U.K.would have the option of exchanging excess holdings of intors for U.S. liabilitiesin the pool.
2. The IMP will earn profits from (a) interest on sterling and dollar balancesand (b) gold transactions. The profits will be used to pay expenses of the opera-tion, to establish a reserve fund, and to pay dividends to holders of intors.3. Pool members will be protected against a change in the exchange rate be-tween sterling and dollars on the one hand, and intors on the other. If the poundis devalued in terms of intors by, say, 10 per cent, the U.K. would be requiredto supply the pool with an additional quantity of interest-bearing pounds equalto 10 per cent of the IMP's holdings of sterling. The same holds for the dollar.In other words, dollars and sterling assets of the IMP would be intor-guaranteed.
4. If the price of gold is altered through Article IV (7) of the Fund, i.e. througha uniform change in par values, IMP members would receive additional quan-tities of intors equal to the ratio of gold holdings to the quantity of intors out-standing multiplied by the proportionate change in par value, subject to the dis-cretion of the directors.
5. Membership in the International Monetary Fund would not be a prerequisitefor membership in IMP. To be eligible for the bonus involved in founding mem-bership, a country could give notice of its intention to join pending legislativeapproval.
6. Although the U.S. alone, or the U.S. and U.K. jointly, could promote thescheme on their own, its success and universality would be enhanced by the in-clusion of three of the following countries: Germany, France, Italy, Japan, Can-ada, Switzerland, the Netherlands, Belgium and perhaps Sweden, India or Mexico.7. In the event that the U.S. is reluctant to sponsor a new initiative in thisfield, financial leadership could originate elsewhere. The U.K., Germany, Italy,France, Japan or India could sponsor the scheme to create an alternative tothe dollar.
8. On a more limited scale, the device would be used for regional currency ar-rangements to create a Euror or Laor or Asor or Afor or Sterlor, making use ofthe same principles. But there would be a distinct advantage if the U.S. tookthe initiative because it would establish the intor at the outset as a potentially

universal arrangement, and it would be expensive to stay out of it.



SHOULD THE UNITED STATES DEVALUE THE DOLLAR?*

By ROBERT A. MUNDELL

Somewhere in his Journal8, Kierkegaard remarks that the master of a fish-
ing craft knows his whole cruise before sailing, whereas a man-of-war gets
its sailing orders only out at sea. In some respects we are more in the position
of the man-of-war than the fishing craft, for while I was given this topic
some months ago my answer has to be conditioned by the state of the sea. The
sea has been rough in the past few months, and the course we set has to be
altered accordingly. I am not just speaking of the new dispensation arranged in
the March 17 Communique or the French uprisings. The day before yesterday
Russia invaded Czechoslovakia and that itself could affect the choice of policies
that are now appropriate. I shall, however, not go into those connections here;
it is enough to keep them at the back of one's mind. Besides, it is not so much in
the question posed or my answer to it that I hope to make my contribution, but
in the way the question is approached. It is the chase rather than the catch
one should look at. I shall, nevertheless, give an answer to the question at the
end.

It is remarkable, in a sense, that the question can now be posed openly and
discussed freely. The new gold market arrangements enable it to be discussed
even by officials with a new candor. There is no longer a conspiracy of silence
on the issue, although there are still billions of dollars at stake in connection
with the valuation of gold stocks and the capitalized value of gold production.
But the private market at least no longer has a one-way option and the market
in Europe now has an escape valve. And we have a new barometer.

I. THE LEGAL SYSTEM

What does devaluation of the dollar mean? There is some ambiguity in this
question that even confuses the people who can be expected to understand the
exchange system. It could have one of three meanings:

(a) An increase in the official price of gold in terms of the dollar and all
other currencies; technically this is a uniform reduction in the par value of
all currencies.

(b) A reduction in the par value of the dollar as established at the IMF,
all other par values remaining constant.

(c) An increase in the par value of all (or some) other currencies relative
to the par value of the U.S. dollar.

It could also mean-to people over 70 at any rate-a rise in the price of com-
modities. I have ruled that out of the discussion since no one is advocating that
kind of devaluation and it would not be helpful to encourage the disguised pol-
icies involved in speaking of a 25 cents dollar or a five cents dollar; we have
enough terminological inexactitudes to put up with as it is.

It is a rather amusing commentary on the division of knowledge within
social sciences that lawyers tend to think that there is no economic differences
between the three types of devaluation while some economists think there is no
legal difference. But it is important to keep both the legal and economic dis-
tinctions in mind, as we shall soon see.

These three possibilities are illustrated in Figure 1. On the ordinate we
place the price of dollars expressed in terms of gold, and on the abscissa the
price of the pound sterling in terms of gold. I shall use the price of the
pound sterling for the moment as representative of the price of all foreign
currencies. Each point in the graph indicates three price ratios: the gold
price of the dollar, the gold price of sterling and, Implicitly, the dollar
price of the pound (the reciprocal of the slope of a Tay connecting the origin
and the point, such as the line OQ).

Plenary Session of the Western Economic Association at Corvallis, Oregon, on
Thursday. August 22,1968.

1uThIs is legitimate because we are assuming Implicitly that the price of all foreign
currencies are constant relative to each other and can therefore utilize the Hicks-
Leontief theorem on the composition of "commodities."

(29)
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Let us consider now "devaluation" of the dollar. This could mean a reduc-
tion in the price of the dollar in terms of gold, the gold price of the pound
being constant; this means a movement in the direction B. It could mean
an increase in the price of gold in terms of both the dollar and the pound;
this means a movement in the direction A. Or it could mean a reduction in
the price of the dollar in terms of the pound, the dollar price of gold remaining
constant (an appreciation of the pound); this means a movement in the di-
rection C. What considerations are involved in selecting one or the other?

First, we should clarify the legal system. The unit of account in the IMF
system is gold, not dollars; par values are defined in gold or "1944 gold
dollars." The term "gold dollars" sometimes gives rise to confusion. This results
from the failure to distinguish between, twvo meanings of a unit of account:
a unit of quotation and a unit of contract. In domestic monetary systems these
are invariably the same. But in the international monetary system the dollar
is the unit of quotation but gold is the unit of contractual obligations. This
means that if the U.S. alone lowered the par value of the dollar the dollar
price of gold would be raised and, legally, so would the dollar price of all
foreign currencies; we would move in the direction B. Thus, when we con-
sider devaluation of the dollar in the same sense that we consider devalua-
tion of any other currency, we mean by this an increase in the dollar price of
gold and an increase in the dollar price of every other currency. This is because
gold is the legal unit of contractual obligation in the IMF Agreement.

To change exchange rates it is not enough, however, for the U.S. to change
the par value of the dollar. It is necessary also that the par values of some
of the other members of the Fund stay constant or are reduced to a smaller
proportion. A change in exchange rates involves a change in the slope of
the ray OQ, but the U.S. acting alone within the framework of the Articles
can only determine (in consultation with the IMIF) its vertical position in
the graph. Because other countries have control over horizontal positions, they
can cancel any change in the slope the U.S. may wish to make. This is why ex-
change rate changes have to be made (or at least are most effectively made)
in consultation with an international body.
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To change the price of gold in terms of all currencies requires a majority of
the weighted votes in the IMF, subject to veto by any member who has over
10 per cent of the voting power.' A uniform reduction in par values is not,
therefore, within the control of the U.S. alone, although the U.S. has a veto
power over such a change.

The only independent option for the U.S. is to change its par value, although,
as I have said, the exercise of the option does not imply that other countries
would allow the devaluation to permit a change in exchange rates. The U.S.
has not exercised its 10 per cent option so it could still change its par value
up to 10 per cent after notifying the Fund, and getting the approval of Congress.

Prior to the new amendments to the Articles of Agreement, the Executive
Board could waive the maintenance-of-gold value clause of Fund assets with
a simple majority vote. Now this decision will be reserved for the Board of
Governors and requires an 85 per cent majority; this change was instituted
to give the E.E.C. a veto, and it means, effectively, that a world-wide doubling
of the price of gold would be associated with a doubling of the size of the Fund,
and that the Fund provides an escape through which other countries can
acquire a gold-value guarantee on a position of their foreign exchange reserves.

So much for legal complications. Legally, gold is the unit of contract. We can
say that gold is the de jure numeraire. But the "economic numeraire" is the
dollar. The dollar is the intervention currency, the currency that is used in the
exchange markets by foreign central banks to stabilize exchange rates. Coun-
tries are required by the Articles of Agreement to keep exchange rates of other
member currencies against their own within a margin of one per cent on either
side of parity.3 Formally this would mean that each country would have to
concern itself with n-1 exchange rates, where n is the number of members. The
n countries collectively would be involved in n (n-i) price commitments al-
together of which, of course, only %n (n-i) would be effective since either
country can perform the stabilization function. If the division of labor on this
were shared, with each country protecting, say, its lower bound, there would
be again n (n-i) "desks" needed to fix rates.

Obviously, multilateral intervention of this kind would lead to a very com-
plicated system. A centralized pegging system is clearly more efficient. Thus
early in the Fund's history, it was agreed that fixing rates in terms of the dollar
within the margins would fulfill the legal requirements. This was the origin
of the dollar's role as an intervention currency.

II. THE MARKET SYSTEM

In the market system, by contrast with the legal system, the emphasis
is on the dollar price of gold and the dollar price of other currenvic8 rather than
the gold prices of currencies. The dollar is the numeraire and it is more natural
to transform the coordinates of the graph to reflect this fact. The same informa-
tion is contained in Figure 2 as in Figure 1 and the vectors corresponding to A,
B and C in Figure 1 are A', B' and C' in Figure 2. All we have done is to change
the frame of reference.

Now consider again the meaning of devaluation. Suppose the U.S. "devalues"
in the legal sense and we say that other countries do "nothing." Nothing here
can mean nothing in the juri8phere, or nothing in the ecosphere. If exchange mar-
ket operators stand pat so that exchange rates remain fixed to the dollar, all
countries except the U.S. would be in violation of the Fund's rules. If, on the
other hand, countries continue to comply with Fund rules, they have to appreciate
their exchange rates with respect to the dollar. Ceteris paribus "juris" means
something different from ceteris paribus "ecos !"

I have raised these various meanings of the term devaluation not because they
are important in themselves, but primarily to show why it is that people get con-
fused about the meaning of dollar devaluation. It is hard not to get confused
about it. The difficulty arises from the role of gold as the unit of contract and
measure, and the role of the dollar as the unit of quotation and intervention.

But enough of technicalities. Let us turn to the economics of the subject.

I The new amendments have altered this provision in order to withdraw the veto
privilege from the U.K.. and to give it to the European Economic Community; a uniform
change In par values will require an 85 per cent majority.

3 Actually, somewhat wider margins are permitted to allow for the wider spreads
that result when the major countries peg their rates to the dollar, while some other
countries peg their exchange rates to the pound sterling, the French franc or the
Portugese escudo; the Fund Regulations permit wider spread (up to about two per
cent) as a "multiple-currency practice."
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III. THE EcoNoMIcs or DEVALIATION

Let us conceive of a world of three goods, called dollars, gold and pounds.
Forget about their roles as money; for the moment they are just any
three goods. Equilibrium prices are established by market balance equa-
tions. If Pd, Pg and Pb denote the abstract prices 4 of these three goods, expressed
in terms of an abstract unit of account, we can write three excess demand
equations,

(1) X'd (Pd, Pd, Pb) =0
(2) X'g (Pd, Pg, Pb) =O
(3) X'b (Pd, Pg, Pb) =O

to determine the three unknown, Pd, Pg, and Pb.
We have, however, a problem with such a system. The system of real excess

demands is linear and homogeneous of degree zero in the three abstract prices. So
we can "normalize" them by taking one good, say, gold, as the numeraire. Then
we get three equations in two relative prices.

(4) Xd (pd, Pb) =0
(5) Xg (Pd, Pb) =O
(6) Xb (pd, Pb) =O

We would be in trouble now if the three equations were independent. But if the
system is closed the markets are connected by Walras' Law

pdXd + Xg + pXc= 0.
so that any two of the equations will give us equilibrium gold prices and the
other equation must be compatible with that equilibrium.

Let us assume that the three goods are substitutes. Then the system can be
presented diagrammatically as in Figure 3. Each of the lines graph one of the
equations, (B for pounds, D for dollars, G for gold) and the six zones reflect
potential positions of disequilibrium. But the apparatus gvies us a general equi-
librium framework for analysis.

4An "abstract price" has a single dimension Q- 1.
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A country does not devalue unless it is in disequilibrium. Our concern is,
ultimately, to find the circumstances of disequilibrium that justify devaluation.
But to do so we need to know the effects of devaluation. So we satrt at the
equilibrium Q and ask: What will be the consequences of devaluation?

We are thus back to the question posed in the beginning. What kind of devalua-
tion are we talking about? Let us proceed systematically.

Devaluation in the sense (A) (a uniform reduction of par values) will move
us to Zone I, where there is an excess supply of gold and an excess demand for
dollars and sterling.

Devaluation in the sense (B) (a reduction in the par value of the dollar
alone), will move us to Zone II where there is an excess demand for dollars and
an excess supply of gold and sterling.

Devaluation in the sense (C) (an appreciation of other currencies) will move
us to Zone III where there is an excess supply of pounds and an excess demand
for gold and other currencies.

In all three cases the devaluation increases the excess demand for dollars,
though by different amounts. In case (A) the pound is strengthened while in
cases (B) and (C) it is weakened. In case (C) the excess demand for gold is
increased while in cases (A) and (B) it is reduced. The choice of policies de-
pends, therefore, on which of the different side effects are beneficial. We have
to know the current state of basic forces in the market.

I have now slipped into the habit of speaking as if I am indeed talking about
balance of payments and exchange rates. whereas I initially said that gold,
dollars and sterling were any three goods. There are many complications that
need to be taken into account when making the transition from the model to the
real world. The problem has to do with the multiplicity of currencies, and other
markets; another problem concerns balance of stocks in relation to flows. Actu-
ally, these problems are readily handled by general equilibrium methods but the
above analysis suffices for an introduction to the problem.
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THE CURRENT POSITION

What, then, is the current state of disequilibrium in the world that suggests
the need for any exchange rate changes?

I believe the following basic disequilibrium patterns would be conceded by
most observers of the international financial scene as of August 1968:

1. The French franc is overvalued with respect to the dollar.
2. The Deutschemark is undervalued with respect to the dollar. The Germans

have recognized that they have to expand or else upvalue the mark; they have
apparently chosen expansion. The French have said they would resist devalua-
tion, but they have imposed controls of such a comprehensive scope that devalua-
tion in the future may be necessary to remove them.

3. The U.K. position is less clear. The overhang of sterling liabilities is a mort-
gage on their resources and many countries now want to leave the sterling area.
U.K. vulnerability is reflected in their high interest rates, the discount on forward
sterling, and the exceedingly weak reserve position. But British labor is not over-
valued. Britain would be competitive if she could restore confidence in her capital
position and an increase in reserves at the going exchange rate.

4. The U.S. position is governed primarily by the system itself. For ten years
we have heard much discussion of the U.S. balance of payments. The issue is
sometimes posed in terms of whether the U.S. has a deficit or surplus. But these
terms have rather little meaning for the U.S. Since the change in the system last
March the world has effectively moved onto a dollar standard. Access to U.S.
gold stocks has been denied the private market, and it is effectively, if not
formally, denied other central bankers. The primary question for the U.S.,
therefore, is whether U.S. financial policy is too expansionary or too restrictive,
not whether there is a deficit or surplus in the U.S. balance of payments.

Looked at in this way we have to ask whether the U.S. policy is excessively
inflationary. That it was a few months ago was certain. But it is not so certain
today.

Upvaluation of the mark and devaluation of the franc would be a step
toward equilibrium; that much I believe is certain. Alternatively, deflation of
the money stock in France and inflation of the money stock in Germany, would
help restore balance. But there is no compelling reason for a change in the price
of the U.S. dollar in terms of foreign currencies. No country in the world wants
to compete against a devalued dollar, with the possible exception of Germany.

The U.S. is, to be sure, committed to a social and economic policy that will
lead to a higher price level than currently prevails over the next two or three
years. It would not be possible to end the inflation quickly without bringing on a
depression and it would be disastrous for the U.S. to try to do so. But the case
for devaluation has to rest on the need for a change in the system and not on the
need to make any drastic corrections for overvalued labor in the U.S.

In short, except for Germany, and perhaps Holland, Switzerland and Italy,
I see no country that would welcome an exchange rate change. It follows, I be-
lieve, that if the U.S. were to lower its par value at the I.M.F., every other member
of the Fund would follow, with the possible exception of Germany, Holland,
Switzerland and perhaps Italy. But these countries already have the option of
appreciation, and, so far, they have rejected it. Therefore, I doubt whether even
those countries would resist the de jure devaluation of their currencies. In
short, there is simply no point to U.S. devaluation to change exchange rates
because the devaluation would be followed by the rest of the world. To put it
another way the U.S. cannot devalue against other currencies unless the other
countries will allow the U.S. to do so. There would be little or no point, there-
fore to a devaluation of, say, 10 per cent.

IV. DEVALUATION AND THE SYSTEM

A far more respectable case can be made for devaluation to restore the gold
exchange standard. The prerequisite for such a system to operate effectively is
for gold to be worth less as money than as a commodity. There are three ways of
bringing this about. One is to wait until South African supplies to the market are
resumed. At such a time gold would then be used as a money along the lines
expressed by Gresham's law.

A second method would be a new strategy of intervention in the gold market
by the central banks. Collectively or individually, they could flood the market with
existing gold stocks and determine whatever price they want.
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But the central bankers are today too nervous to follow such a bold policy, and
I am extremely doubtful they would do so; they have not yet lost their hunger for
gold. At least they would not do so outside of an organization, with wide
participation. There is also the legal difficulty that the I.M.F. is required to buy
gold offered to it at the current price.

The third method is to raise the official price of gold. Provided it was a sub-
stantial increase, so that speculation about a future increase is ruled out for
some time, gold would flow out of hoards and we would reestablish the gold
exchange standard. Reserves would be centralized in the U.S. to an increasing
extent and the system would become similar to that which developed in the 1950's.
How long it would last would depend on how high the price was raised. My own
judgment is that if the price of gold were doubled the system might last for
perhaps 15 years after which troubles similar to those experienced in the 1960's
would reassert themselves.

DEFEOTS OF THIS SOLUTION

The solution to halve the par value of all currencies (double the price of gold
in terms of all currencies) cannot be rejected out of hand as a senseless solution
to current problems. To solve problems of the system for fifteen years is not
unattractive because it gives the monetary authorities fifteen more years in which
to design a modern system. It, is indeed, the arrangement foreseen at Bretton
Woods and embodied in the I.M.F. Articles of Agreement. Despite some attractive
features, it has serious drawbacks:

1. Expectation of a second increase later on confers on gold a rate of return
competitive with time deposits or other short term assets. Unless this expecta-
tion were dispelled there would be a stock shift in the demand for gold (equal
to the product of the interest rate implicit in the expectation of the higher price
and the interest elasticity of demand for gold as a store of value). While this
amount may be negligible for the first few years it would rapidly increase over
time. The "gain" from the increase could well be dissipated within a few years.

For this reason alone an increase in the price of gold would be foolish unless
it were associated with a resolve of the central banks to replace gold after the
increase had taken place. As things presently stand, the SDR's are looked upon
as a replacement for gold. The question then is whether these will become im.
portant enough in time to convince the market that the price of gold will not have
to be raised again in the future.

Given success of the SDR's this argument against an increase in the price of
gold falls to the ground. But the need for an increase has to rest also on the
argument that there are no better ways of achieving the same objective.

2. A second objection to an increase in the price of gold is that it is potentially
inflationary. It doubles the currency value of the gold component of reserves.
Now a curious argument has got about that doubling the price of gold is not
inflationary because central banks do not have to use these reserves. The logic
of the argument is extremely weak. Unless central banks are very short of re-
serves today they will not hold a much larger amount; if central banks were
not responsive to reserve holdings most of the argument for and against increasing
liquidity would fall to the ground. What has the whole liquidity issue been about
if it has not assumed some connection between actual reserves and the incentive
to use these reserves?

Now, of course, central banks can write the new value of reserves down on
their books in whatever form they want; and they can neutralize them in various
ways. But will they? Will the Bundesbank act the same way with $12 billion of
reserves as with $7 billion? Will Holland with $4 billion as with $2 billion. Will
the U.S. with $24 billion? I very much doubt it.

But I will grant, temporarily, for the sake of argument, what I consider to be
absurd: that they would be willing to hold them. Even then an increase in the
price of gold is inflationary; South African exports double in price, so that even
if other prices stayed constant, some prices would rise in some countries. 5 At least
the theory is clear. An increase in the price of gold is inflationary both because it
increases world reserves and because it raises the value of South African exports.

The argument for raising the price of gold must then evaluate the need for an
inflationary policy. In a state of world depression it would make sense. If the
world moved into a state of serious depression an increase in the price of gold

6 Of course South Africa could appreciate the Rand, or Impose deflationary export
taxes.
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might be the best way of increasing world reserves quickly, since we do not have,
at the present time, any better way of managing a drastic increase in reserves.

But we are -not in a state of depression today; the problem over the past three
years has been excess demand and inflation. So on these grounds I do not believe
an argument for increasing the price of gold can be sustained.

Perhaps a reference to the diagram may help to make the point clear. If we
double the prices of gold in terms of all currencies we move, in Figure 4, from
the point Q to a point Q* half-way along the ray OQ extended. Those who argue
that an increase in the price of gold would not be inflationary are suggesting
that there are no inflationary forces at the point Q*. This is obviously untrue if the
three schedules remain in their original position.
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But I do not want to accuse proponents of the view that an increase in the price
of gold is not inflationary of logical error for there is a set of premises that can
rescue their argument. They would presumably say that the three schedules shift
downward, presumably to intersect 'at the point Q*. But what forces could pro-
duce a new position precisely at Q*?

Q* could remain a-n equilibrium only if the demand for gold simultaneously
doubled with the increase in its price. It might be argued, for example, that the
central banks want to double the ratio of gold backing their monetary liabilities.
I very much doubt that this is the case, but even if it were it would alter the flow
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supplies of gold and in this way affect the rate at which money supplies and
prices were rising.'

3. The distribution effects of an increase in the price of gold are extremely
arbitrary. (a) South Africa's terms of trade would experience a great improve-
ment; they would get a supplement to natural income of at least $1 billion a year;
worth $20 billion capitalized at five per cent. (b) French private boards of gold
are estimated at over 5,000 tons, so private gold hoarders in France would get a
capital gain of over $5 billion (c) owners of gold shares would benefit by fantastic
amounts. (d) Russia would reap substantial gains and (e) those central banks
who converted dollars to gold would profit at the expense of those who kept dol-
lars. Included among the latter countries are many countries who deliberately
held on to dollars to help make the system work.

I take no position qua economist on whether these redistributions of income
and capital values are beneficial or not, but they are certainly not high on my
list of needy foreign aid recipients. Hardly anyone would deny that the list is
capricious and arbitrary.

This does not mean that devaluation should be discarded on grounds of -redis-
tribution effects alone. If there were other compelling reasons for raising the price
it would be silly to give up this option solely on grounds that one doesn't like
the people who would gain from it. But none of the other arguments for it make
economic sense.

This leads me to the question that is the topic of this session: "Should the U.S.
devalue the Dollar?"

My answer is, No.

6 The most consistent argument for increasing the price of gold is that advanced by the
late Charles Rist, which, in terms of my Figure 3, would argue that Inflation has pushed
on to the disequilibrium point Q/, and that faillng an Increase in the price of gold we
are headed for a deflation to bring us back to equilibrium Q. I hope to take up some of
the subtleties of this argument at a later date.



THE COLLAPSE OF THE GOLD EXCHANGE STANDARD*

By ROBERT A. MUNDELL

I can think of few places in the world where the subject of my remarks would
appear to have less relevance. The "Big Sky" country reminds one of the vast
Continental dimensions of the United States and how closed the United States
economy really is compared to other countries, except for Russia and China.
At Billings airport there is a prominently displayed quotation by Herbert
Hoover which says that the metal resources of Montana exceed those of all the
known resources in the Soviet Union. If that were true (and I very much doubt
it!) Montana itself would have to be a very open economy in order to profit from
them. One can easily imagine the problems this state would have if the financial
apparatus in the United States broke down. But the position of Montana vis-a-
vis the U.S. is not very different from the position of many nations in the world
confronted with the threat of international financial breakdown. So, on second
thought, Montana is not such an impossible place to speak about international
monetary disorder.

I. THE ExCHANGE MARKET COLLAPSE

The financial problems with which the world economy is confronted have
their roots in obsolete intellectual attitudes. When change outpaces understand-
ing we become the victims rather than the master of governing historical forces
and get inveigled into wrong interpretation and prognosis. It is to improve such
interpretations that this paper is devoted.

Only a couple of years ago the world monetary system looked very different
from the way it appears today. This is because of the devaluation of sterling
and the breakdown of the gold exchange standard in the form we used to know
it. But the real problems of the system have not changed as much as they appear.
Had you asked central bankers in 1966 to specify the major problems facing
the world monetary system they would probably have said: Restoring the
strength of the pound and the dollar, whieh means ensuring the ability of
Britain to maintain her exchange rate and of the U.S. to continue convertibility
of the dollar into gold at $35 an ounce. And had you asked, how should Britain
and the United States go about this, they would have answered: By correcting
their balances of payments through less inflationary politics or whatever other
means were available. But they would say something similar today, although it
would be tempered by greater caution and less dogma.

Only a year ago events had altered attitudes. The U.S. had braked the infla-
tionary boom of 1965-66 by dear money; this occurred between June and Novem-
ber, 1966. Soon after, interest rates fell and the Federal Reserve was faced
with the threat of recession. The U.S. authorities reversed policies and expanded,
a move which coincided both with the needs of the U.S. economy and with the
recessions in Germany and France. The U.S. monetary ease was bad for her
balance of payments, but good for the U.S. and the world economy. Criticism of
U.S. inflationary policy was much more muted in 1967, and the time became
ripe for reform.

On March 17, 1967 Secretary Fowler issued at Pebble Beach, California. what
was widely interpreted as an ultimatum to the Group of Ten to create a sub-
stitute for the dollar in the form of a new international reserve or else face the
prospect of a reconsideration of the U.S. commitment to her current gold policy.
The London agreements reached at the end of August, 1967, owed much to the
hard intellectual work of the Group of Ten, but their timing was hastened by
pressure from the U.S. Treasury. The outcome was an agreement to propose at
the IMF Governor's Conference later in September, a new international asset
called "Special Drawing Rights." The barbaric name for them was due to the
need to compromise between the French officials who considered them as a credit
instrument and the U.S. who considered them money.

*Opening address before the Annual Meetings of the American Farm Economics Asso-
ciation at Montana *State University in Bozeman, Montana, on August 18, 1968.
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Official reaction to the agreement was enthusiastic. They were heralded at
the time as a "milestone in international monetary cooperation," "the most
important step since Bretton Woods," and other wildly enthusiastic examples
of over-salesmanship. This was to be expected since the agreement was the
outcome of official policy. The general reaction of economists was much less
exuberant, and a few economists, including myself, and perhaps Sir Roy Har-
rod, regarded them as positively harmful. One argument was that they would
distract attention from the more fundamental problems facing the world sys-
tem and that, while their long-run potential was substantial, the major hurdle
was to get beyond the immediate short-run. Solution of the short-run problem
would involve substantial changes in the structure of the system and the long-
run creation of a new international money should be integrated into or evolve
out of this short-run reconstruction of the system.

The official answer to this was that the public should not expect the SDR's
to perform a function they were not intended to perform; and that the planting
of a seed today would generate greater confidence in the stability of the system;
the SDR's could, indeed, be used as a substitute for gold and thus reduce the
speculative demand for it.

The IMF Rio meetings (September, 1967) reflected the optimism of the U.S.
Treasury and the euphoria generated by belief in the gigantic new step that the
birth of the infant SDR's was expected to involve. It was, indeed, a remarkable
event with the leaders of the financial world assembled and engaging in mutual
criticism and self-criticism of one another's economic policies. It was a develop-
ment no one could have conceived of 30 years ago, and even 10 years ago the
attitude would have been far different

Nevertheless, despite the excitement of a great new experiment, there was
a cloud overhanging the meeting. The plight of sterling was a great unspoken
issue. It was common knowledge that the Bank of England had accumulated
massive short term debts and assumed substantial commitments in the forward
market, although not many could form an accurate assessment of their size.
The questions facing British authorities (and the other central banks) were
(a) can Britain hold the sterling rate (b) 8hould Britain hold the sterling rate
(c) qvill Britain hold the sterling rate and (d) what, if any, international steps
can or should other members of the Group of Ten or the Fund take to assist
Britain, either by consolidating her debts through a long term loan, or by plac-
ing them in an international account.

These questions were all resolved rin the third week in November. By Tues-
day night the British had apparently decided upon devaluation and dutifully
notified a restricted group of the international community. Internal activity
immediately began on the exchange markets, leading to rumors of a leak, and
by Friday Britain had lost vast sums (perhaps over $1 billion) forcing the
market to close before normal closing hours. The rate change was announced
over the weekend, a devaluation of 14.3 per cent (from $2.80 to $2.40). In the
wake of sterling devaluation most of the sterling area countries followed, al-
though this was much smaller than it was in 1949.

Australia, significantly enough, did not devalue. She was looked upon as a
key country from the standpoint of preventing a proliferation of devaluation.
A phone call from the U.S. President to the Australian Prime Minister made
clear her importance; in particular the U.S. was afraid that the Australians
might be the straw that broke the camel's back. For example, it might prompt
devaluation of the Japanese yen, which in turn would influence rate decisions
by Canada, France and other countries. But if Australia was the marginal coun-
try, as appeared to be the case, she is paying a price for it in the form of cur-
rent weakness in her international accounts.

Just another devaluation? Hardly. It coincided with the British decision
to dismantle military positions east of Suez, so historians, with their fondness
for dates, might well pick November 18 as the most convenient date to set for
the fall of the British Empire, as they picked the Treaty of Adrianople (378)
for the fall of the Roman Empire.

Seriously though, the British devaluation showed that coordinated action by
a major currency, in a world in which at least one of the powers (France) is
trying to rock the boat, is impossible. Britain had scrupulously abided by the
rules of international commitments in her handling of the devaluation, but I
very much doubt that the British would act so virtuously in a subsequent de-
valuation. Nor would France, Germany or the United States. Virtue is too expen-
sive! The next rate change may well be a unilateral move.
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France bears some share of the blame for the embarrassment of the British
authorities in November. In the year leading up to devaluation the world could
witness the unprecedented event of a major country calling openly for devalua-
tion of the pound. This was part of a package deal necessary if France was to
withdraw her veto of British membership in the Common Market.' The position
of Sterling might have been shaky enough in any event. The British had never
made the major readjustment that was required to set sterling on a sound foot-
ing throughout the 1960's, and (at least this is my view) still conducted her
monetary policy as though she had a flexible exchange system.' But the French
attack was, nonetheless, outrageous.

The cleaning up process was (not unexpectedly) disorderly. In the aftermath
the U.S. lost hundred of millions of gold. The last quarter's gold losses were so
alarming that President Johnson felt compelled to preempt the bad announce-
ment effect by introducting "strong measures to put the balance of payments in
order," including special taxes on travel and further prohibitions on foreign
investment.

The depressing aftermath is well known. A well organized union of interests
of France, South Africa, the gold lobby and (so it was rumored) Russia,
colluded to establish a bullish market for gold, both by stimulating private spec-
ulation and by an arrangement through which South Africa (and perhaps
Russia) would withhold gold from the market. At the same time discussion in
the U.S. Senate about changing the U.S. commitment to gold created alarm
abroad. The gold pool (which France had abandoned in June 1967) faced mount-
ing losses. A run started and the gold drain reached crisis proportions by the
third week in March, until in a communique issued on March 18, the authorities
announced that they would no longer supply the private market. Gold was to cir-
culate among central banks at $35 an ounce, but central banks were not to buy
or sell in the private market.

Thus ended the Gold Exchange Standard, the system in force since 1934
The warning that Triffin had sounded back in 1959 had found its mark.

II. THE STRUGGLE To SAVE THE SYSTEM

It is worth pausing a moment to reflect on this episode. Triffin had posed in
1959 the dilemma of the gold exchange standard: If the U.S. cured its balance
of payments the world would run short of liquidity, but if it did not cure its
balance of payments the gold exchange standard would break down. The seeds
of destruction are contained within the system itself.

We have seen how Triffin's prediction was vindicated. It is really quite re-
markable. For ten years the U.S. Treasury and the IMF first denied the Triffin
dilemma; then wrestled with it, and finally sought a way out of it. But the
remorseless logic of the system did not pay any attention.

Think of it. There, on the one hand, is the evolutionary logic of the system
intent on its inexorable suicide. Against it is arrayed the most capable forces in
the financial chancelleries of the world, fighting against the tide.

It does not matter much when we date the opening shot in the struggle. Eight
years ago is as good as any. October 1960 was the month of the gold bubble, the
pre-election month in which communications broke down between the Bank of
England and the Federal Reserve System and the price of gold shot up in London
to $40 an ounce. At that time the matter was settled when President-elect Ken-
nedy gave his pledge that the dollar would not be devalued, a pledge that
announced the opening of the Great Struggle.

The first real battle was waged a few months later. Speculative capital move-
ments had aggravated bad policies in Britain and Germany; and in March 1961.
the Germans raised the price of the mark by 5 per cent. This took place while
the governor of the Dutch Central Bank was in South Africa, and it created
considerable confusion and delay until the Dutch followed the Bundesbank by
raising the price of the florin. But the significant fact was that the up-valuation
of two of the strongest currencies on the Continent brought speculative capital to
Germany and Holland; it aggravated the speculative capital flow because the
market thought up-valuation, if it was to take place at all. was inadequate. There
was little point to such a small rate change; it only served to excite the market

1 The other provisions were that Britain withdraw from east of Suez positions; that
she abandon her Commonwealth connection ; and that she give up her special relation-
ship to the United States. As far as I am aware, Britain was to be allowed to keep
her language.

2 See my International Economics, Macmillan 1968, Ch. 19.
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and remind the financial world that the exchange system Is an adjustable peg
system and not a fixed exchange system.

There foovowed, in the years 1960-68, a number of fascinating battles fought to
hold the system together. Notable crises concerned-sterling in 1961; the Cana-
dian dollar in 1962; the Uire in 1963; sterling in 1964, 1965, 1066 and 1967; the
Canadian dollar in January, 1968. There is, as you probably know, currently going
on a battle to save the franc (or else prepare the franc for its devaluation), to
strengthen the pound, and to weaken the mark.

It is more interesting, in any case, to sketch in perspective the elaborate system
of defenses set up to protect the dollar. These were based, unfortunately, on two
faulty principles: (a) that foreign aid should be based on balance of payments
considerations; (b) that the balance of payments should be looked at piece by
piece, not as an integral part of a general equilibrium system. These two prin-
ciples are two major fallacies on which every beginning economics student has to
cut his teeth. According to the first one, Portugal, Peru and Thailand should
provide foreign aid to the U.S.; the second leads to a game of musical chairs in
which the plugging of one hole only pushes more gold out of the other. Based on
these faulty principles the U.S. authorities tied U.S. aid (1960), controlled the
spending of troops in Europe, put a "temporary" tax on foreign securities (1963),
put quotas on bank lending abroad (1965), and instituted a system of controls
over direct foreign investment.

These measures did not correct the U.S. deficit, as theory suggests they would
not; they merely permit a higher price level in the U.S. They do, however, have
real effects and help to accomplish other objectives. This raises the interesting
sociological question as to whether the measures were intended to correct the
U.S. deficit, or whether the deficit was only an excuse used to conceal their real
purpose. Most of these measures turn out to have significant effects in improv-
ing the U.S. terms of trade on capital account.

Some support for this interpretation can be got from statements President
Kennedy apparently made to his economic advisers even before assuming the
presidential duties. Early in his administration he had, furthermore, warned
that, while the U.S. would work to correct the balance of payments, it would
not use deflationary policy, impose controls on exchange, raise tariffs, or devalue
the dollar-i.e., would not undertake any effective balance of payments policies.

III. INTERNATIONAL REMEDIS

With remedies at home ruled out, attention had to be directed to international
solutions. By 1961 there developed an intensive movement toward monetary co-
operation. The Roosa era began with the U.S. activity in the foreign exchange
markets, the introduction of foreign-currency-denominated dollar assets (Roosa
bonds), and the beginning of discussion about the need for international monetary
reform.

The two horns of the Triffin dilemma were now clearly visible. Continental
Europe (especially France) grabbed hold of the one that said: Correct the U.S.
deficit. The U.S. and Great Britain grabbed the other that said: Prevent the
liquidity shortage that correction of the deficit would create. The Europeans said
to the U.S.: If you correct the deficit, and then the need for liquidity is felt,
we could then go ahead with reforms. But the U.S. responded that it was silly
to correct the deficit before a substitute for the flow of liquidity it provided was
found. A compromise was reached when it was agreed to work out a contingency
plan if it become apparent that more liquidity would be needed.

But the U.S. authorities got the better of the argument as events turned out,
not because their logic was better, but because they could not employ effective
means of correcting the deficit.

Some hope had been placed in the monetary-fiscal policy mix after the tax
reduction was put into effect in 1963-64. The economy accelerated, and the way
was cleared for higher interest rates more in keeping with the needs of inter-
national equilibrium. But now the push was too far. With mounting defense
expenditures due to the Viet Nam War, and aggravated pressure on the capital
market, interest rates began to rise past levels tolerable to the Federal Reserve
System, which then opened up with an acceleration of monetary expansion, nulli-
fying the external benefits of the policy mix, apparently sacrificing both internal
and external objectives as the U.S. moved from the unemployment-deficit phase
to the inflation-deficit phase. Both fiscal and monetary restraint were now in
order.
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But there were other factors involved. The U.S. deficit has its counterpart in
foreign surpluses. Foreign countries, with the possible exception of Germany,
wanted surpluses and pursued policies to obtain them. As long as their policies
succeeded the U.S. could not correct the balance of payments deficit no matter
what actions were taken. If U.S. monetary policy tightened, foreign monetary
policies would tighten to protect their surpluses. It was becoming increasingly
clear that the effect of U.S. monetary policy was not to correct the U.S. balance
of payments, but to affect monetary policy all over the world.

Shades of the sterling standard. Recent studies had recognized that the credit
policy of the Bank of England in the nineteenth century did not operate as the
Cunliffe Committee report asserted it would, and that it was not a matter of de-
flating when there was a deficit, and inflating when there was a surplus. Gold
flows were rather directed toward Britain when there was a boom and away
from Britain when there was a recession; and the policy of the Bank of Dung-
land exerted its influence primarily on the money markets throughout the
world. The new view of the nineteenth century gold standard is a system dom-
inated by sterling; and that domination was essential to the smooth opera-
tion of the system.

IV. THE NEW VIEW OF THE SYSTEM

This reinterpretation was of enormous importance, for if it applied to Britain
in the nineteenth century, why should it not apply to the U.S., the country that
had replaced Britain as the center of the system, in the post-1945 system. If true
it meant that American financial policy, instead of worrying about its gold
stock or its balance of payments, over which other countries have primary
control, should be addressed to the need for non-inflationary, non-recessive pres-
sures in the world as a whole. The world, or at least the Atlantic countries,
should be looked at as a single monetary system, and the U.S. Federal Reserve
authorities should, in short, act as if it were the world central bank that it was
in fact becoming.

The U.S. deficit then acquired a quite different interpretation. It is not some-
thing to be corrected; it is rather a variable that determines the rate of expansion
of foreign-held world money. Dollars are the world money and they are held
both by U.S. residents and by foreigners. The dollar supply then should be in-
creased or reduced according to whether it is desirable to introduce monetary
ease or tightness in the world economy. The deficit is merely that part of U.S.
monetary expansion that the rest of the world uses to add to its reserves.

How large the deficit is is not within the control of the U.S. The U.S. authori-
ties determine the rate at which monetary liabilities of the Federal Reserve
expand, but not that fraction of it that is taken up by central banks and commer-
cial banks in the rest of the world.

Let us check this interpretation against the facts to see to what extent the
U.S. was fulfilling the duties thrust upon her. In 1966 the world economy was
inflating excessively. The Federal Reserve stepped on the brakes and reduced
the rate of expansion of world money.

By December, 1966, weaknesses had appeared in the world economy, and the
Fed reversed its tight money policy. This reversal, while harmful to the U.S.
balance of payments, was needed because the three largest economies, the U.S.,
the U.K. and Germany, showed signs of recessive tendencies, while France, whose
current account balance had become unfavorable, was beginning to contract.
Monetary ease was, therefore, the appropriate policy for the world economy and
the Federal Reserve authorities "obliged." The system, by 1967, was now begin-
ning, perhaps for the first time, to work well, looking at it in this new light. The
Federal Reserve authorities showed signs, by their actions if not their words.
that they were reacting to the signals.

For the monetary mechanism can, indeed, be looked on as an information sys-
tem, supplying signals for policies. The signals from abroad came from the gold
conversions. When a European country converts dollars into gold it is telling the
U.S. "It is in our interest if you contract." And when they convert gold into
dollars, as France did last month, they are saying, "It is in our interest if you
expand."

Of course central bankers have not exactly looked upon the system in just this
way. Their gold-dollar policies may appear to be motivated by entirely different
considerations. Each central bank may be acting in its own selfish interest, while
still fulfilling the hidden designs of the world system. They are, of course, not so
hard to see as Adam Smith's invisible hand; it is more like Ariadne's thread!

What concerns us, however, is the transition from one system to another and



43

the subtle revision of thinking about world monetary policy in the transition
phase.

With hardly anybody noticing It, the gold exchange standard in its old form
was dead, and the dollar exchange standard had taken its place. All this occurred
perhaps years before the formal breakdown of the old system. It was during
1966-67 that the Federal Reserve System completed a full cycle of tight money
and easy money consistent with the requirements of the world economy.

I have now told you why I think the system evolved as it did into a dollar-
exchange standard, a system in which the U.S. took on a new role and began to
adapt its policies to the role of world banker, not just as a key currency center,
not just the provider of a reserve money and the intervention currency, but as a
world banker in the more comprehensive sense of guiding the monetary policy
of the world.

V. THE FHENcn ATTACK

It is in this light, I submit, that we have to see the devaluation of the pound,
the abandonment of the private gold market, and the situation we now face.
More particularly, it is in this light that we have to see the awkward and ap-
parently intransigent policies of the French government.

France was responsible, in part, for the weakness of sterling and the run
on gold in February and March of this year. It is my view that these policies
were the consequence, not of French ignorance of the way the system had
begun to work; it was rather that the French authorities understood it before
anyone else! They anticipated what was going to happen, didn't like what
they saw, and attempted to change it.

Every economic system evolves to create a dominant money asset. Concede
me the point if you will, although I could easily develop the 'theoretical case for
it if I had more time. Then it is clear that for the French to resist the evolution
to a dollar standard, they have to find an alternative. A common European cur-
rency was not yet in existence, so gold was the only contender, and so it was to
gold that the French government had to turn. If the wings of the dollar were to
be clipped. it was necessary to build up gold. That was the intention of M.
Giscard d'Estaing when he was Minister of Finance, and his policy was Ibacked
by de Gaulle and further implemented by d'Estaing's successors.

Now we could go on to develop a plot here. To weaken the dollar it would
at first be convenient to weaken sterling, for the dollar would be hurt by a sub-
stantial devaluation of sterling. This is consistent with the open advocacy of
sterling devaluation by France in the months preceding November, 1967. But
I don't want to go too far and attribute entirely malicious motives to the
French. There were other reasons besides. I take the French refusal to come
to British aid in 1966 and 1967, at a time when the other members of the Group
of Ten were helping sterling, at its face value. The French were right. Further
assistance to Britain was not only not in the Continent's interest, it was not
even in British interest. The British merely piled up more debts and had to
devalue anyway. The French were right on this point, and the other members
of the Group of Ten were wrong. This much, I believe, should be frankly
conceded.

The British devaluation, if it should have 'been contemplated at all, was in-
sufficient. From the point of view of the trade balance it was more than ade-
quate: but it did not make the necessary allowance for the confidence factor
when a reserve currency devalues. Because it was insufficient to restore con-
fidence, it weakened sterling as a reserve currency without restoring equi-
librium in the British balance of payments. The British devaluation was (a)
more than adequate from the standpoint of improving the flow of the U.K. bal-
ance of trade: (b) grossly inadequate from the standpoint of restoring con-
fidence in sterling: but (c) just right from the standpoint of a straddling action
that would be consistent with preserving the strength of the dollar.

But the French did achieve their aim of weakening sterling as a reserve
currency.

The next step was to weaken the dollar by strengthening gold.
In the gold crisis of March, 1968, there was considerable speculation that

the U.S. might close off supplies to the London market, and might even raise
the price of gold. (This would involve the clause in the Fund dealing with
a uniform reduction in the par value of all currencies. For the U.S. to consent
requires an Act of Congress, bnt it is not out of the question that Congress
could act quickly 'if it were pressed to do so.)
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But the gold forces underestimated the resolve of the U.S. Treasury and
the other members of the Group of Ten to hold the official price. They adopted
Governor Carli's plan for a two-tier system. The crucial provisions of this plan
are that the central banks would not buy nor sell gold in the private market.
(It is hoped that, at the IMF governor's meeting next month, this agreement
will be generalized beyond those countries that signed the Washington
communique.)

When we look at events in this way, we arrive at a somewhat different
interpretation of the sterling and gold crises. The formal breakdown of the
system was not the important thing. It merely recognized fundamental changes
that hLad already taken place. A palace insurrection. The revolution had already
been won. The system would not collapse with the increase in the price of
gold because it had already evolved into a new system over a year earlier.
Fear of the consequences of the change in the gold market for the system
were misplaced. Because now, in August, 1968, the cards are on the table
for all to see. An ounce of gold is worth about $40 in the private market-
provided South African supplies are kept away from the market. Everybody
knows the price will go down when South African sales are resumed in full
force, bearing in mind that there are perhaps about 18,000 tons of gold in
liquid hoards in private hands. What holds the price where it is is the gamble
that the monetary authorities might yet raise the price; hope springs eternal.

VI. WHERE WE NOW STAND

The monetary facts, however, are that the world has virtually moved onto a
dollar standard. Of course the U.S. may claim that -it buys and sells gold
freely; but everybody knows it does not. The dollar has become effectively
inconvertible into gold, even for foreign central banks. All the big central
banks know that if they try to cash dollars for gold in large amounts,
the U.S. would simply stop selling it.

This means that other countries have to hold dollars or adjust. Their only
alternative is to eliminate their balance of payments surpluses. But if they want
surpluses because they want their external reserves to grow, they have to hold
dollars or a new international asset.

One might ask, however, "Does not the higher price of gold symbolize the
weakness of the dollar, rather than its strength?"

The answer is a paradoxical one: "Yes, but weakness is an essential attribute
of an international money."

Gresham's Law states: Bad money drives out good-if they both exchange for
the same price. If gold is worth more as a commodity than as a money, it will
not be used as a money.

If a central banker knew he could always get $40 for an ounce of gold he
would never settle a monetary transaction with gold valued in official stocks at
$35 an ounce. This means that if gold was always worth at least $40 as a com-
modity, central bank holdings would become completely illiquid. To the extent
that this is true-to the extent that gold on private markets is worth $40-gold
would cease to be an international monetary reserve. Usable reserve assets of
the gold-holding central banks would be reduced to the dollar component of
reserves.

It is on this basis that the two-tier system should increase the demand for dol-
lars, which, to the extent that dollars are softer than gold, become the only usable
reserve asset, as well as the only important international currency. The rise in
the price of gold in the private market illiquifies or "demonetizes" it.

Now in fact this is an exaggeration. Gold is not really worth $40 as a com-
modity. Every central bankers knows that if he dumps gold onto the private
market to get dollars, the price will go down-and fast. So the argument I am
making is only partly true. Some central banks will sell gold to others at $35
an ounce, as France has been forced to do. To this extent gold has not 'been
completely demonetized.

VII. THE FUTURE

Our system has now evolved, therefore, into a dollar standard, for good or bad.
This system has some great advantages, but I would not want to claim that it
is an ideal system, nor that it is permanent. Indeed, there are strong objections
to it, from an international point of view, on both political and social grounds.
Even in the U.S. there are objections to the system. Some of these objections are
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very strong indeed. But the question lies with alternatives. There are very few
open.

Let me close by listing some of the major alternatives. I believe the basic ones
to be: (a) adoption of the gold standard; (b) introduction of a system of flex-
ible exchange rates; (c) a return to the gold exchange standard by raising the
price of gold; (d) a new world currency.

A discussion of the merits of these systems lies far beyond by theme today.
Let it suffice for me to say that I do not regard (a) or (b) as feasible, and while
(c) is intellectually respectable and institutionally stable, it is very expensive.
The plan for a new world currency, on the other hand, is no longer far-fetched.
It is more practical than the alternatives, and I consider it within our grasp,
perhaps within the next decade or even sooner.

20-156 o0-68---4



THE FUTURE OF GOLD*

By ROBERT A. MUNDELL

Let me begin with some platitudes. Gold is a metal. It has many uses. It is
used as jewelry, in dentistry, and in industry. It is used as a store of value. It
used to be used as money. The price of gold is determined by demand and supply.
To predict its price sometime in the future requires nothing more than to predict
demand and supply at that time.

So much is universally agreed; what I have said about the price of gold applies
to nearly any commodity. But that, of course, is only the beginning. Both demand
and supply are complicated by the problems of gold as relics of money; by its
characteristics as an exhaustible resource; by speculation and hoarding; by the
psychology of the market; by technological change affecting its use and supply;
by the attitudes of the monetary authorities in various countries; by cold-war
politics; and even by professors! Some of these problems gold has in common
with other commodities; others are unique.

Opinions differ about how the monetary system works. It may sound strange to
hear that specialists in the field of money-practitioners, theorists or govern-
ment representatives-could have different ideas about how the monetary system
works. But that is the case, and it is not, upon reflection, so strange. World
monetary organization is one of the most complicated scientific subjects. It
requires, in a sense, a combination of all our theoretical and practical knowledge
of economics. It is only in recent years that a comprehensive grasp of all its
complications has been acquired by experts or theorists.

Economists, of course, have always had notions about how the system works.
But these notions have sometimes bordered on the simpliste. We have had to
abandon many of the notions that continue, even today, to be prominently dis-
played in many leading textbooks in the field.

I do not want to dwell on this unduly. But it is always worth recalling that
science" exists in the mind only; its purpose is not just to reveal "truth," but

to make people feel comfortable! Of course, we may choose to say that fact is
fact and that is all there is to it. But it is also necessary to recognize that our
conceptions of fact undergo quite drastic transformations.

It may give you an idea of what I have in mind if I ask you to think about
some of the controversies that raged in astronomy during the Renaissance. Two
thousand years before that, the Greeks debated between competing cosmological
systems: a heliocentric theory and a geocentric theory. The geocentric theory won
out. It became "truth" for over 1500 years, even though it was wrong. But to
preserve the geocentric theory, it was necessary to encumber it with complications
until it completely lost its elegant simplicity. Scientists gave up talking about
it, and the time ripened for a new theory to fill the void. The Copernican theory
fitted the facts better and could 'be formalized, by Kepler, into new laws of
planetary motion, which in turn prepared the way for a theorist like Newton to
build Galilean and Copernican mechanics into a grand generalization.

Newton is an appropriate point of departure for my discussion today because
he was a gold and silver expert, who, in fact. probably spent more time on the
problems of gold and silver and monetary systems than he did on physics. He was
Warden, and then Master of the Mint from 1696 until his death in 1727, which
included the period of recoinage (1696-99). He advocated devaluation (an
increase in the official price of silver), but that did not take place. As a con-
squence, silver was driven out of circulation, and Britain got onto the gold
standard. Later, Newton accommodated himself to the official view that once you
set a standard, you should stick with it.

Perhaps more interesting, Newton calculated gold-silver ratios with great ac-
curacy; it was on the basis of these calculations tbat he set the course of the gold
standard as it was to operate for two centuries. In the last quarter of the nine-
teenth century, of course, silver depreciated with its demonetization but it is

*Paper presented In Geneva, June, 1968.
(46)
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Interesting to note that the gold-silver ratio is coming back to that calculated by

Newton since the price of silver was set free a couple of years ago.

But it is not the details of Newton's monetary interests that concern us at

present (though I think the subtleties of his economics have been under-rated).

It is more the monetary analogies to the changes in the views of the universe at

the time he was writing about the latter. We have been witnessing over the past

few years a change in our conception of the world monetary system that rivals,

on a minor scale, the shift from geocentric to heliocentric notions of the cosmology.

Prior to the Napoleonic Wars, the world monetary system was definitely auro-

centric. Hume's eighteenth century description of the price-specie flow mechanism

was accurate enough, as a first approximation, both because gold was the major

financial asset and because England was only one country among many in inter-

national commerce. A view of the system with each nation fixing its currency to

gold and gold circulating between countries to find its natural resting place, equili-

brating the balance of payments in the process through relative price or expendi-

ture changes, was then apropos.
The pace of monetary evolution, however, has been rapid since the eighteenth

century. The evolution of credit and banking made gold increasingly costly for

internal payments; credit money drives out gold because it is a cheaper and better

instrument of payment. Gresham's law works because credit money is not only

cheaper than gold, but can perform even better many of its monetary functions.
Gold continued to circulate internationally in the nineteenth century, but even

that use was gradually reduced as institutions and private businesses developed to

profit from the reduction in the cost of shipping gold back and forth between
countries. Information systems improved and were trustworthy as long as there
was a reasonable amount of peace between nations. The Pax Britannica of the

nineteenth century provided the background in which Britain, as the first nation

to industrialize and the most successful imperial power, could become the center
of a vast and complicated financial apparatus going far beyond a mere gold stand-
ard. The for-n of the gold standard was preserved, but the substance of its opera-
tion was based on sterling financial contracts. The monetary system moved from
a gold-centered system to a sterling-centered system.'

I will not go into the details of the operation of that system, nor any discus-
sion of the abortive attempts to restore it in the 1920's. Suffice it to say that
the system failed in the inter-war period because the financial environment had
altered. The gold standard of the inter-war period was more of a gold standard
than the system prevailing in the pre-war period! British financial power had
weakened and, for all practical purposes, the center of finance was shifting to

the United States. So powerful, however, is the hold that a traditional money,
used as a unit of contract, has in financial matters that the prestige and the
power of the pound sterling outlived the British Empire even when there were
other claimants to power on the horizon. The inter-war period was a transitional
period in which the financial size and strength of the United States was beginning
to assume a commanding lead. A few could see emerging a new financial dis-
pensation, including Montagu Norman, but it was not reflected in a shift of
intellectual leadership. It was as if we were shifting from an Earth-centered
cosmology to a Jupiter-centered one, with a reluctant Earth being unwilling to

cut the strings, and with Jupiter taking scant notice of the whole issue. It is
more obvious to us now, in retrospect, but events are harder to disentangle
when we are caught up in them.

It is probably fair to say that not many-if indeed any-economists recognized
how the IMF Articles of Agreement, signed in July 1944, accepted the fact of a

dollar-centered system and how subsequent developments were made amenable

to it. Probably most experts would have said that the system restored a version

of the gold standard, while recognizing the importance of the great financial size

of the United States (and, possibly Britain) implicit in the voting provisions of

the UNIF. Gold remained the unit of account in the system as the unit of contract.

But gold was not a circulating medium and, if gold did not circulate freely among

members, how were exchange rates to be maintained?
You are aware, I am sure, that under the gold standard each nation would

keep its currency convertible into gold at a fixed price so that, except for costs

I Lay readers are often confused by the designation of the English currency as the pound
"sterling." Since the recoinage of 1696-99, Britain has been "on" the gold standard; and.
because Newton's recommendation for a higher official silver price was not taken, the
pound sterling now has nothing to do with silver, except for its use in coins.
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of transport and insurance, exchange rates would be fixed within gold import-and export-points. But, after WWII, currencies were not convertible into gold.Formerly, when the gold standard was functioning properly, it was convertibilityand private arbitrage that enabled exchange rates to be kept within the requiredlimits. The IMF Articles required that each member prevent other members'currencies from moving outside 1 per cent limits on either side of parity; butthe mechanism for achieving this no longer existed. In nearly an countries, goldwas on the prohibition list for importing and exporting.
How, then, were exchange rates to be fixed? By central bank intervention.Suppose there are n currencies. Then each nation would, in principle, have tointervene to establish n-1 exchange rates. Multiplied by the number of countries,this means n(n-1) intervention activities; but, since 'the price of one currencyin terms of another involves a reciprocal pair elsewhere, the total would involveonly (1/2)n(n-1) interventions. But this is an extremely inefficient way of fixingexchange rates, and it could result in countries intervening at cross purposes.To get around this technical problem, the Fund established regulations thatpermitted each country to intervene against one other currency only. It was thusthat the dollar became he intervention currency. Meanwhile, the dollar itselfwas pegged to gold, making use of Article IV-4-b of the IMIF Articles, whichsaid that a country freely buying and selling gold was deemed to be satisfying itsobligations regarding the 1 per cent exchange margin.
The importance of Article IV lay in the special role it created for the U.S.(a "key" currency role separate from that of a "reserve" currency) and in thedifficulties involved when the U.S. itself wanted to devalue or when a number ofindividual countries, such as the EEC, wanted to allow their currencies to fluc-tuate vis-a-vis the U.S. dollar, but not against one another.
The dollar-centered system that emerged after the war, therefore, was uniquein its technical respects. It was not simply a replacement of sterling's role inthe nineteenth century by the dollar's in the twentieth century. It was a radicaldeparture from the old gold-standard regime, even in form. Gold had beenbooted upstairs and was no longer money, although it was still held by manycentral banks as a reserve asset.
It is important to underline this point. Gold serves as a secondary reserveasset for all foreign countries. It is a secondary reserve asset not just becausegold is slightly better as a store of value, but because the dollar is also usableon the exchange markets. If all assets exchange for the same price, the safestasset will be the last one used, other things being equal, according to Gresham'slaw. 2 But the dollar, though weaker, is more useful. This is because, prior toMarch 1968, the U.S. dollar was the only currency pegged to gold; all othercurrencies were pegged to the dollar-directly or, indirectly, through the poundsterling, the French franc, the Portugese escudo, or one of the minor reservecurrencies. Thus gold only becomes an actively useful asset for countries otherthan the United States as a means of acquiring dollars. In this respect, a centralbank could hold tin or platinum or any other metal. The only feature that madegold more attractive was historical tradition and the fact that the U.S. Treasuryhad a floor price of $34.91925. This floor price got transferred, of course, to thefree London market; under no circumstances could the price go below $34.912.5an ounce, less a few pennies (about 12) per ounce for shipping charges.After about 1958, however, speculation developed about an increase in theprice of gold as the U.S. payments deficit increased from a desirable level ofabout $1.5 billion to about $3 billion. Foreign central banks had to buy up dol-lars, and they converted a good part of their holdings into gold. This threatenedexhaustion of the U.S. reserves, and it presented the possibility of even largergains from holding gold rather than dollars as reserves. Gold got dumped at thebottom of the reserve pile; the more so, the greater the weakness of the dollar.But dollars became even more international money, while gold became a ghostof the dollar. The floor price ensured that gold as an asset was at least as good asthe dollar, and because of the possibility of an increase in its price, much better.By last November, the time of the sterling devaluation, the U.S. gold stock

2 In this connection, it is amusing that Chancellor Callaghan said of the Special DrawingRights:
"I should like to make it clear that the United Kingdom intends to include the newdrawing rights, when they are created, in their front-line reserves. We hope that othercountries will do likewise. When the new drawing rights are treated in this way, it will bemanifest that they are a supplement to existing reserve assets." [Quoted in F. Machlup'sRemaking the International Monetary System: The Rio Agreement and Beyond (The JohnsHopkins Press, Baltimore, 1968), p. 38.]But this is not an expression of faith in the new instruments.
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was down to less than $12 billion-considerably less If one subtracts gold com-
mitments to the IMF and borrowed gold. And, at that point, the French, in
alliance with other interests, sparked a campaign against the U.S. dollar, the
Canadian dollar, and the pound sterling. The upshot was an accelerated drain
of gold into private hoards, a drain which came out of the gold pool. Con-
fronted by an accelerating drain, the U.S., in consultation with other central
banks and the IMF, issued the Washington communique that broke the link
between the private market and the central bank hoards. The private market
price then went up to about $40 per ounce, around which it has fluctuated for
three months.

So much for the background. What conclusions can we draw for the future
of gold? Let us consider the empirical magnitudes involved. First, who holds
the gold, and how much is there? Here we have to go back to the platitudes of
supply and demand with which I began.

Gold is a storable good, and the demand and supply position is complicated
by the interaction between stocks held in hoards, both in and out of banks, and
the regular supplies that normally feed current demand. We have reasonably
accurate figures on current demands and supplies, but our estimates of stocks
held outside central banks is subject to a wide margin of error.

There are two ways of finding out the size and distribution of current gold
holdings. One is to ask people what they hold; this method has obvious limita-
tions in a world of 3 billion people. The other method is to add up world pro-
duction from the beginning of time, subtract what central banks now hold, and
then make an allowance for losses. This method, too, has huge drawbacks: we
do not have good historical figures on production, and who can find out what
happened to the gold in Achilles armor or Nefertiti's jewels?

There is a set of figures that purport to estimate world production since the
European discovery of America (published by the U.S. Bureau of the Mint).
But the figures have to be taken with a ton of salt. They are just guesses, and
the fact that the source is used over and over again does not make them more
accurate; it just makes them more respectable!

Fortunately, an understanding of the gold market does not require an accurate
calculation of gold hoardings or fine distinctions between gold embodied in art
objects or teeth or free bullion. It suffices to get the right order of magnitude. I
will take as my figure 18,000 tons for the quantity of gold held in private hoards
and potentially marketable. My selection of this figure is not entirely arbitrary;
it takes into account as much of the information as I have seen, including de-
tailed IMF studies of gold production. But I will not quarrel with anyone who
argues that the figure is too high or too low by 2,000 or 3.000 tons. It is higher
than many previous estimates, but I am inclined, if anything, to think it errs
on the low side. It is generally believed, for example, that the French alone hold
over 5,000 tons in private hoards.

Central bank gold stocks amount to about 35,000 tons. The world stock of gold
is, therefore, very approximately, 53,000 tons. (At $35 an ounce, this quantity
has a value around $53 billion.)

We can thus summarize these thoughts. Bear in mind that the figures are
rough estimates only, and that a ton of gold is worth about $1.1 million at $35
an ounce.

(1) Central bank stocks, about 35,000 tons.
(2) Private hoards, about 15,000 tons.
(3) Current annual production, about 1.000 tons.
(4) Regular industrial and jewelry demand, about.500 tons.

These figures make it plain that .tocks of gold, rather than current production
and use, dominate the scene. A good part of the private hoards would be released
if central banks raised the price of gold substantially. But it is important to
note that regular industrial use of gold is enough to absorb only about half of
current production.

Let us look at the distribution of world gold produced between 1946 and 1966.
The 732 million ounces (about 23 tons) produced during this period (worth $25.6
billion at the current price) were distributed in the way indicated by the table
which follows. This table shows how heavily, since 1946, the private market
price has been dependent on central bank hoarding.

Apart from all this. we have to consider the huge overhang of private stocks.
The market is poised for a gold scare. It has not been made clear whether the
central banks will any longer provide a floor at $35 an ounce.
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WORLD GOLD DISTRIBUTION, 1946-66

fin millions of ouncesi

Distribution Percent

1. To official monetary reserves -290 402. To industry, jewelry, and the arts -156 213. To traditional hoarding centers - ---------------------- 173 244. To other private gold holders - - -------------------------------- 113 15
Total -732 -100

Source: M. Spieler in "Monetary Reform and the Price of Gold," edited by R. Hinshaw, The Johns Hopkins Press, 1967.

There are two things to consider. On the one hand, there is the willingness of
central banks to buy it at $35 an ounce. Central banks are not required to buy gold
at prices below the official parity and may, by general consent, abstain from
doing so; the U.S. may, for example, be table to discourage other countries from
private market purchase transactions below $35 an ounce by not agreeing to buy
it from them at that price. This could raise the question as to whether the U.S.
is fulfilling its obligations under Article IV-4-b, under which the U.S. has under-
taken to buy and sell gold freely "within the margins prescribed by the Fund."
I have argued for several years that these margins should be widened.

The second issue concerns the IMF's obligation to buy gold. Members of the
Fund have the right to buy gold (but not to sell it) below a price of $35 an ounce
on the private market (but, of course, not to each other) ; and the IMF appar-
ently, has the obligation (Article V-6) to buy gold from members in exchange for
currencies, making a "reasonable handling charge" (Article V-S-b), so that if
the free market price dropped below $35, any member could profit by buying it at
bargain rates and selling it to the Fund. This kind of arbitrage obviously would
keep the free market price from going much below $35. The question is going to
turn on how the Articles are interpreted. The interpretation on this point has not,
so far as I know, been made.

As I mentioned above, however, the IMF can prescribe the gold margins; and
it seems to me that it may be inclined to widen them now, even though it has
resisted this change in the past. In that case, the floor would be taken away from
the gold price, and even central banks, fearful of the liquidity of their gold
holdings, could dump gold and acquire dollars, leading to a lower price in the
private market.

There are two important points to recognize, however. One is that, if the sepa-
ration of the official and private markets can be maintained, the market is poten-
tially in severe dilsequilibrium. This is because of the two factors we have already
mentioned, namely: an excess of regular current supply over normal demand, and
an excess of actual over desired stocks once (or if) belief in a doubling of the
central bank price founders. But how can the price remain near $40 an ounce if
the market is in disequilibrium?

The answer, of course, is that South Africa has been withholding supplies
from the market. The forces feeding gold speculation apparently believed that, in
the sequence of actions leading up to the March crisis, they could exert enough
pressure to panic the central banks into increasing the price of gold. When, in-
stead, the two-tier system was introduced, they continued to withhold supply
to keep the private market price well above $35 an ounce.

This tactic was based on a miscalculation of psychological attitudes: a belief
that the central banks could not agree to stay out of the market long enough to
retain the two-price system; and/or a belief that the election campaign in the
U.S. or a new administration will result in a basic change in U.S. gold policy.

The validity of the first premise seems less likely now than it did before the
March crisis. The French uprising has weakened the French position, possibly
irreparably, as far as French ability to exert a controlling voice over the price
of gold; and the French may have to sell gold in the months ahead if they do
not devalue. To be sure, a very substantial French devaluation would be encour-
aging to gold bulls. But the question is, how many tons of gold would this add to
demand? I seriously doubt that the French authorities will be able to accumulate
much more gold, given existing social commitments; and it may well be that the
French public, to the extent that it anticipates devaluation of the franc, would
flee from the franc into dollars.
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The election campaign in the United States could make a difference. A number
of people in New York believe an increase in the price of gold is necessary or
desirable or inevitable. There is room for a difference of opinion here. There is
a sense in which an increase in the price of gold is everyone's third choice. It
depends on the options which the authorities are willing to create.

I would be negligent in my analysis if I did not mention a new factor working
against an increase in gold price. Public opinion has never been enthusiastic
about a gold policy that would have such beneficial effects for South Africa and
Russia as an increase in the price of gold would involve. Public opinion has
recently become less favorable to France. I do believe it would be politically
difficult to persuade Congress to adopt a policy that would so clearly favor these
countries. Perhaps this is not the appropriate criterion for the U.S. gold policy,
but I have no doubt that it will be an important desideratum. As long as there
are other alternatives, they will be explored.

So my conclusion is that the strategy of the gold forces will not pay off.
If I am right, South Africa will have to choose between selling her supplies in
the London or Swiss markets, forcing the price down toward $35 or below; or
else financing gold accumulation by external borrowing or domestic austerity.
South Africa has limited ability to do this; and, since the French crisis, one of
her potential allies in the game is financially prostrate, even if only temporarily.

All factors, therefore, converge to my conclusion that gold is over-bought. My
reading of the current turnover in Zurich and London is that the professionals
are gradually unloading and that, sooner or later, the price will have to come
down.

Let me conclude by saying a few words in summary fashion about central
bank holdings. First, those central banks who hold primarily gold in their re-
serves feel illiquid; dollars are money, gold is not. Countries like France, Switzer-
land, and the Netherlands appear to have made a capital gain on their gold
holdings. But it is unusable and very risky paper profits. It will be very hard
to realize these capital gains; and if they do so in the private market (subject
to an interpretation of Fund rules), they undercut their right to sell it at $35.

Second, the lower the U.S. gold stock becomes, the greater is the chance the
U.S. will not buy it back. Gold is not important to the U.S. economy except, in
the final analysis, as a useful commodity reserve. In this respect, the U.S. is
unique; because of its size, the U.S. can always let other countries adapt to it
if it finds international constraints too restricting. The more speculation about
an increase in the price of gold and the greater the drain on the U.S. Treasury,
the greater is the chance that gold will be demonetized. I need hardly tell you
that there are strong forces in the U.S. pressing for demonetization, based both
on the benefits of spending the existing gold stock of the U.S. and on resentment
against the Republic of South Africa.

Third, the two-price system is unlikely to be a permanent system. A change
in U.S. policy is possible, even likely, after the SDRs are established as a sub-
stitute for gold. There are several directions which policy may take. One major
possibility is, of course, an increase in the official price of gold. I regard this as
possible, but not likely. Politically, it is a losing game. It has been said that
Lyndon Johnson does not want to be remembered in history as a president who
devalued the dollar. And a substantial increase in the gold price would mean
that the U.S. would have to accumulate large gold stocks at a time when the
pressure of competing use of the resources for the cities, for fighting poverty, for
education, and for defense is very high.

Another possibility is much more imaginative. It involves a centralization of
central bank holdings in the U.S., or in a newly formed gold pool, with the U.S.
or the pool issuing, in exchange, dollars or gold-pool certificates. This would
quench speculation altogether and establish a new reserve asset with more
attractive properties than the SDRs. There is need today for a world currency
usable both by travelers and by central banks. The main question is not whether
it can be brought about, but when it will be brought about. I do not wish to go
into this question now. I shall have more to say about it elsewhere.

To summarize the future, then, I am bearish as far as gold is concerned, com-
pared to most people. I cannot, of course, predict U.S. policy, or the policy of
central banks, and the possibility is always open that the official price could
be raised. A market thrives on differences of opinion, and if everyone believed
as I do, the price would be well below the $42 an ounce it has been in Zurich
this week. But I believe the price will go down, not up, in the future.
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Chairman REUss. Mr. Machiup does not have a written paper but
will give his ideas orally, and then I and other members of the sub-
committee who will be here later would like to engage in discussion
with the members of the panel.

Mr. Mundell, would you proceed now orally to either summarize
your papers or give any additional views which you think should be
placed before this subcommittee as a basis for further discussion?

STATEMENT OF ROBERT A. MUNDELL, PROFESSOR OF ECONOMICS,
UNIVERSITY OF CHICAGO

Mr. MUNDELL. Thank you.
I don't think it would be useful if I summarized my plan for world

currency at the present time except to point out that I believe that
now, with the implied expression of willingness on the part of IMF
member countries to go ahead with the SDR's is an appropriate time
to pursue a more imaginative plan for reform and to complete the
process which it has, by implication, already begun.

I would like instead to mention today two other factors that are of
even greater urgency. My first point relates to the problem of the
exchange markets; my second point deals with gold. There is cur-
rently a state of disequilibrium in the exchange markets and in par-
ticular a general belhef that the Deutsche mark is severely under-
valued, and that the French franc is overvalued.

The market is in large part a victim of a great deal of speculative
rumor based on policy statements by various authorities. These rumors
themselves, even if they are not founded on fact, can have a funda-
mental effect on the system. Funds are currently moving into the
Deutsche Mark out of the French franc-and to a certain extent out
of the pound sterling-and the speculative movements can induce
later on basic changes in exchange rates which we may or may not
want.

It is with that in mind that I think the steam should be taken out
of the speculative rush to the mark. The IMF could do this if it per-
mitted the Bundesbank to widen the exchange margins on the mark.
I would suggest a spread from DM 3.7 to DM 4.3 to the dollar in order
to allow the mark to appreciate temporarily. Eventually it can be
allowed to, as I think it will, come back closer to its current parity
after sufficient time has lapsed for internal adjustments to take place.

I think it is important that a widening of the exchange margins,
if it is to take place, should take place not all at once with all cur-
rencies at once, but allowing for the special circumstances currently
involved with the mark and, perhaps, the franc, and that this should
be done in sequence, with the mark being allowed to appreciate some-
what temporarily through these widened margins. The widened mar-
gins from 3.7 to 4.3 would give ample room for the amount of under-
evaluation that does exist, and allow the German authorities, to reduce
the value of the mark toward parity through internal adjustments
as that becomes necessary.

Later, if it seemed desirable, these margins could again be closed.
There is no need to keep the margins that wide, but during the present
state of rumor in the markets, it would be useful to hold them open
at the present time.
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This measure should be consistent with the Fund's articles because
while the Fund's articles explicitly state that a member is required to
keep its exchange rate within 1 percent on either side of parity, one
of the basic purposes of the Fund is to promote exchange stability.
It is a question of which measure is to be sacrificed: If keeping the
margins where they are now is going to mean an ultimate upvaluation
of the mark, that upvaluation may be far greater than would be
required through a temporary widening of the margins nowv. The
more important goal of the Fund-the promotion of exchange stabil-
ity-should override the technical detail which was inserted into
article IV, section 2, dealing with day-to-day pegging operations.

That is all I have to say on problems of the exchange markets at
the present time.

The second problem I want to bring up is a related one dealing
with the price of gold. It seems to me that the Fund, as I read the
articles, is in fact committed to accept gold at parity, at $35 an ounce
and, therefore, to provide effectively a floor to the market. I am aware
that final agreement on that has not been made, but any casual read-
ing of the articles would suggest that interpretation.

However, the Fund is permitted to widen the gold margins itself,
and the avenue that the Fund could take would be to widen the gold
margins to, perhaps, $2, $3 or $4 and not just at $35 an ounce, and that
would permit the price of gold to go below $35 as well as above it, and
in my view that is the avenue that the Fund should take if it is to
move in the direction of removing the floor price of $35 an ounce. It
should take that direction explicitly rather than strain unduly the
interpretation of the articles of agreement.

Thank you.
Chairman REuss. Just to be sure that I caught your last point, do

you favor or disfavor the Fund's standing ready to purchase newly
mined gold or existing gold that is offered, at $35 an ounce?

Mr. MUNDELL. I am oppose to it, but as the articles stand it seems
to me that the Fund is committed to it except or unless they widen
the gold margins which they have the authority to determine. So I
would support a means by which the Fund will not buy gold at $35
an ounce, but that I think that should be done through an explicit
widening of the gold points.

Chairman REuss. Thank you, Professor Mundell.
Mr. Bernstein?

STATEMENT OF EDWARD M. BERNSTEIN, EDWARD BERNSTEIN
CONSULTANTS, LTD., FORMER DIRECTOR OF RESEARCH AND
STATISTICS, INTERNATIONAL MONETARY FUND

Mr. BERNSTEIN. I think the only way to understand the gold stand-
ard and the international monetary problems we have today is to
think of the gold standard as having evolved gradually and partic-
ularly rapidly since 1933.

The gold standard of today is far different from the traditional
gold standard. We can see that in looking at the unique features of
the old gold standard. No country any longer regards its gold reserves
as an objective measure of the proper money supply. Countries don't
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deflate their money supply because their reserves are below some fixed
ratio that at one time was thought to be appropriate.

Countries no longer regard the historical gold parities as the sole
objective of economic policy. If the currency is overvalued or under-
valued, they are expected and entitled to request the International
Monetary Fund to approve of a change in parity instead of deflating
the economy or in exceptional cases inflating it.

Even in the provision of reserves the old gold standard has moved
a good deal but much less than in these other aspects of the gold
standard. Countries have not yet-they are only beginning-to agree
on a rational means of providing for the growth of reserves, and gold
still remains the most important reserve asset, in some respects a
unique reserve asset, because it is the only final reserve asset.

It is quite true that we have developed on an enormous scale the
use of foreign exchange, especially dollars, to supplement gold as
reserves, but only gold is the final reserve asset. And in a period of
crisis there remains the risk that dollars and sterling will be presented
on a massive scale for conversion into gold.

We have also developed on a very big scale the use of reserve credit-
through the International Monetary Fund itself, the swap arrange-
ments, and the ad hoc credits made from time to time by central
bankers through Basle.

All this, of course, is great progress in the further evolution of the
international gold standard. It does seem to me, however, that there
remain some important difficulties especially on the reserve side, and
it is these difficulties that we ought to be concerned with in the near
future. I am not suggesting, of course, that we don't have other
problems.

The plan for special drawing rights, SDR's, which will be ratified
by the end of this year or early next year, will give us an orderly
system for the growth of reserves according to trend needs, without
regard to the balance-of-payments position of any country. It will
not deal, however, with the problem of gold as the only final reserve
asset, and we are confronted with the fact that there is a very strong
preference for gold relative to other reserve assets.

It seems to me that an international monetary sysem operating with
multiple reserve assets-gold, dollars and sterling, other foreign ex-
change, and SDR's- must have some means of assuring the appro-
priate use of all of the reserve assets if it is to function properly.
Otherwise, there will be a tendency to move away from some reserve
assets and to hoard other reserve assets, and this can be very disruptive
to the international monetary system.

It seems to me that this danger of a disruptive preference for gold
may become greater when the plan for SDR's is activated. The SDR's
are, after all, a reserve asset with a gold guarantee, and they pay
interest, too.

The danger that there will be a preference for other reserve assets
rather than for SDR's is recognized in the plan for SDR's, and
elaborate provisions are made for assuring the appropriate use of
other reserve assets, gold and foreign exchange, along with SDR's
in international settlement.

It seems to me that while this is quite proper, it doesn't really go
far enough because it deals with a possible preference of other reserve
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assets for SDR's, but it doesn't deal with the most dangerous of all
preferences, the preference for gold, say, instead of foreign exchange,
dollars and sterling.

To my mind this international monetary system into which the gold
standard is evolving with its multiple reserve assets, can function
properly only if it is based on the nondiscriminatory use of all re-
serve assets.

I would say it must be based on two principles of reserve use. The
first is that deficit countries should use all of their different reserve
assets in international settlements in the same proportions in which
they hold them and, on the other side, all surplus countries should
receive settlement through accepting reserve assets in the average
proportions that all the deficit countries are paying them.

In this way all surplus countries would get the same collection of
reserves when they have a surplus. There would be no distinction be-
tween one surplus country and another. There would be a distinction
between one deficit country and another because they don't hold the
same reserve assets.

Furthermore, it seems to me that such a system has to be on a cumu-
lative basis. Otherwise it is quite possible that a country with a high
reserve ratio, say, of gold, which has a deficit in one year, and a sur-
plus in another year settled with a very low ratio of gold, will find
the composiiton of its reserves changed, even though it has a balanced
payments position over a 2- or a 3-year period. And I think we have
to recognize, too, that it is very difficult to have a rule that countries
must use all of their reserve assets pro rata unless you have adminis-
trative facilities for making that almost automatic.

It would be very peculiar if country A tried to transfer $50 million
of reserves $121/2 million of gold, $131/2 million of sterling, $11 million
of dollars and the rest in SDR's. It would make every transfer of re-
serves a burdensome problem, if only from the point of view of
supervision.

My suggestion for dealing with this is to set up a reserve settlement
account. In this reserve settlement account, administered by the Inter-
national Monetary Fund, each country would earmark all of the
different reserve assets it has, but it would retain title to them. If it
puts in $10 million of gold, $20 million of dollars, $5 million of
SDR's, it would be credited in a composite reserve unit for bookkeep-
ing purposes with $35 million. It would have that much in the com-
posite reserve unit on balance with the reserve settlement account.

If it has a deficit and has to transfer $5 million it would transfer $5
million of the composite reserve unit. That would mean implicitly that
it has transferred one-seventh of all the different reserve assets it has
earmarked with the reserve settlement account.

There would be no actual transfers of the different reserves it ear-
marked because the reserve settlement account would be on a cumula-
tive basis. The transfer, if any is needed, of these reserve assets would
take place when the country withdraws or some other country with-
draws from the reserve settlement account.

Suppose that a country wants to withdraw from the reserve settle-
ment account. When that happens, you can easily see whether it is in
a cumulative surplus or a cumulative deficit position. If its composite
reserve balance is less than all of its earmarked reserves, it is in deficit
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to the amount of the shortfall. If its deficit is equal to 5 percent of all
its earmarked reserves, it gets back 95 percent of the gold, the dollars,
and SDR's it earmarked. If its composite reserve balance is more than
all of its earmarked reserves, it is in surplus to the extent of the excess.
It gets back all of its earmarked reserves, in form in which it ear-
marked them, and the surplus is settled in gold, dollars, and SDR's
proportionately with the holdings of these reserves by the deficit
countries.

Now, I think such a system has many advantages. First, it would
assure the use of all of the reserve assets in an equitable way. Second,
it would remove the danger of disruption through a preference for
gold which may become greater in the future. Third, it would assure
the reserve currency countries against a run through massive con-
Aversions of balances of their currency into gold in a time of crisis.

Incidentally, I can see that the reserve settlement account could
apply the very principles for balanced use of reserves that are in the
fund amendment for the SDR's. They would simply be generalized.
There is no reason why the reserve settlement account could not be set
up without any amendment to the fund agreement. Its operation would
be a way of applying the rules for balanced use of reserves that are
already in the fund amendment on SDR's.

Chairman REuSS. Thank you, Mr. Bernstein.
Professor Machlup?

STATEMENT OF FRITZ MACHLUP, PROFESSOR OF ECONOMICS,
PRINCETON UNIVERSITY

Mr. MACHLUP. Thank you, sir.
Since I was unable to bring a prepared statement for submission to

the record, permit me, please, to refer to a few recent publications of
mine. A few weeks ago, in July, the Committee for Economic Develop-
ment and the Johns Hopkins Press published a short booklet of mine
called Remaking the International Monetary System. In this booklet
I discussed not only the new system of special drawing rights, but in
the last chapter, called "Unfinished Business," I discussed the next
steps that we should take, and by

Chairman REuss. Mr. MachTup, I have had the pleasure of reading
your book which is, among other things, a model of English prose,
and without objection your last chapter entitled "Unfinished Business"
will be made a part of the record of proceedings here because in a
sense that last chapter is a contribution like that of Mr. Bernstein
and Mr. Mundell in their written statements.

(The following chapter, excerpted from the book referred to by
Professor Machlup, is included in the record at this point, with the
understanding that permission to reprint any portion of its content
must be secured from the publishers.)
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6.

Unfinished Business

Two or three times in this essay I have warned that the agenda
for negotiations on international monetary problems includes an
item "unfinished business" that promises or threatens to be more
demanding than anything accomplished thus far. The most urgent
problems are those of adjustment to restore balance in international
payments and of confidence to avoid destruction of existing currency
reserves. Both these problems are closely connected with the gnawing
question of gold.

I shall first present brief descriptions of the apparently intract-
able problems: the persistent imbalance of payments of the United
States, the precarious "overhang" of dollars in private and official
possession abroad, and the massive speculation in gold. I shall then
proceed to a discussion of the alternatives that actually or seemingly
offer themselves for dealing with what will clearly manifest itself
as a frightful predicament.

The Payments Deficit of the United States

The United States has been running a deficit in its balance of
payments since 1950, that is, for 18 years, except in 1957, the year
following the Suez crisis. (Even for that year a deficit would be
shown if "errors and omissions," carrying a positive sign at the time,
were not included as receipts.) The computation of a deficit is,
of course, a matter of statistical convention, and by the conventions
of the 1950's one would still be speaking of American "surpluses,"
as was done when additional dollar balances were in heavy demand
by almost all foreign nations. But by the definitions now most widely
adopted,' the United States ran deficits in the 1950's as well as in the
1960's. The hard fact behind all statistical calculations is that the
United States, between 1949 and 1967, has seen its monetary gold

I See footnote on the following page.
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stock decline from $24.6 billion to $12 billion and its liquid liabili-
ties to foreign monetary authorities increase from $3.2 billion to
$15 billion. (By the middle of March 1968 the gold reserves were
down to $10.5 billion and the official liabilities were up to nearly
$16 billion.)

No one was worried about these deficits between 1950 and
1958. Indeed, most commentators were pleased about the redistri-
bution of gold and about the increase in dollar reserves of the non-
dollar countries during these years of "dollar shortage." Later,
however, the appetite for official dollar reserves had been fully satis-
fied and misgivings about a "dollar glut," a supply of more dollars
than were wanted, began to be voiced. As a matter of fact, the
supply of dollars increased, instead of declining, and many of the
unwanted dollars were returned to the United States for conversion
into gold. From December 1957 to December 1961, the monetary
gold stock of the United States fell from $22.9 billion to $16.9
billion.

Beginning in 1960 the United States adopted a series of meas-
ures designed to reduce or remove the payments deficit. These
measures were of two kinds: (1) selective correctives, that is, meas-
ures supposed to operate on particular types of transactions and to
improve selected items in the balance of payments, and (2) general
adjustment policies, that is, policies to affect the general level of
incomes and prices in ways that would through market forces im-
prove the balance on goods and services.

The adjustment process seemed to work satisfactorily for a
number of years, thanks chiefly to the fact that price levels were kept
relatively stable in the United States but rose substantially in many
other countries, especially in the large industrial countries of Europe.
This allowed the American export balance of goods and services
to increase from $2.2 billion in 1958 to $8.5 billion in 1964. How-
ever, a sharp increase in capital outflows canceled out much of the
(footnote referred to on page 96.)
'At present the United States calculates two official figures: the deficit on the
"liquidity basis," and the deficit on the "official-settlements basis." Two other
significant concepts are the deficit in the "basic balance" and the decline in
"net foreign reserves." Although these four balances are drastically different,
the deficit has persisted no matter which of the four concepts is used.
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improvement of the current account: from 1959 to 1965 the outflow
of private long-term capital increased from $1.6 billion to $4.4
billion. (One must not assume, however, that these changes are
independent of one another; it is quite likely that the increase in
capital outflow stimulated foreign demand and thus helped increase
commodity exports from the United States.)

After 1964, the adjustment process came to a halt, probably
because of an updrift of incomes and prices in the United States
and a simultaneous attenuation of wage-and-price inflations in
Europe.2 The American export balance of goods and services began
to decline: from the $8.5 billion in 1964 it fell to $5.1 billion
in 1966.

To record that the adjustment process came to a halt is not
to say that adjustment policies will not work. They will, if con-
sistently pursued. Nor is it to condemn the United States for not
pursuing them consistently. The government evidently believed
that policies of restraining the increase in effective demand were
too costly in terms of employment and national product. It was
a conscious decision to give prime consideration to the objective
of achieving greater employment through stepping up aggregate
demand. An economist may have his own value judgments about
which ought to be more important to the nation: more employment
or a smaller payments deficit. But the decisions are made by gov-
ernments.3 In any case, the expansion of aggregate demand in the

2 Wholesale prices in the United States, which had been virtually unchanged
for six years - from 1958 to 1964- rose from March 1965 to August 1966 at
an annual rate of 3.8 per cent.

8 The economist should not be silent, however, when faulty arguments are
presented by the government. When a reduction of income taxes was pro-
posed by the government and legislated by the Congress in 1964, economists
outside Washington expected that the resulting increase in domestic consump-
tion and investment would increase imports and reduce the export surplus.
Yet, President Johnson, in his Economic Report of January 1964, predicted
that

With the tax cut, our balance of payments will benefit from basic im-
provements - in our ability to compete in world markets as costs are cut
directly through lower taxes and indirectly through modernization; - and
in our ability to retain and attract capital as returns on domestic invest-
ment rise with higher volume and lower unit costs [p. 9].

This argument was specious, to put it mildly.



60

United States halted and reversed the improvement in the current
balance and did not prevent a drastic deterioration of the capital
balance.

The corrective measures, recommended by those who believe
that you can correct a deficit by picking particular items in the
balance of payments and working on them by means of selective
restrictions and controls, have had only the success expected by
(allegedly "unrealistic") economic theorists: if a chosen item was
improved and the dollar outflow reduced under that particular
heading, trouble quickly arose for another item, leaving the over-all
payments deficit just about where it was. More will be said later
on the question of "item-picking" and on the effectiveness of selec-
tive controls. One point, however, calls for reflection now. The
deficit in the balance of payments has been between one and four
billion dollars during the past 18 years. With a gross national
product of over $800 billion at the end of 1967, and between
$500 and $750 billion in the past seven years, why should it be so
difficult to improve the balance of goods and services by just another
two billion dollars? With all controls and restraints, the payments
deficit has refused to budge and the balance of international trans-
actions has not done us the favor of improving by as little as one-
half of 1 per cent of the gross national product. This, I believe, is
most impressive. It impresses me chiefly as an indication of the
great strength of market forces and an indication of the humbling
weakness of governmental controls.

The upshot of it all is that after 18 years the payments deficit
of the United States is worse than ever and shows no signs of
improvement.

In the past, the deficits have been financed partly by increases
in liquid liabilities to foreign holders of dollars and partly by
drains on the monetary gold stock. It now looks as if in the future
our deficits may have to be financed increasingly, and perhaps
mainly, by the surrender of gold. If so, the United States will have
spent all its gold within four or five years -provided it has not
surrendered it even earlier through conversions of dollars which
foreign holders have accumulated in previous years.
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The Dollar Overhang from Earlier Years

On September 30, 1967, the national monetary authorities of
the noncommunist countries held a total of 14.4 billion of United
States dollars; private foreign holdings of dollars totaled 15.1 bil-
lion. The combined total of $29.5 billion,4 had been accumulated
chiefly in the years between 1950 and 1965.

The division of foreign dollar holdings into official and private
is significant on several grounds, although it is well known that
central banks on occasion "place" some of their dollar holdings
with commercial banks.5 As a consequence, published figures do not
tell the complete story in that they do not reveal how many private
holdings are actually hidden monetary reserves of the central bank.
But to the extent that the statistics tell the correct story, the division
is important, especially because of the different motives for holding
dollars.

Private foreign dollar balances are held almost entirely for
transactions purposes. The "transactions demand" for dollar bal-
ances on the part of commercial banks and traders abroad is
determined by daily, weekly, monthly, and seasonal variations in
receipts and expenditures, by interest-rate differentials, by the cost
of foreign-exchange operations, and by expected changes in ex-
change rates. Official dollar holdings, on the other hand, are de-
termined largely by political considerations. The central banker
of a large industrial country does not look in the first place at the
alternative costs and earnings of his asset-mix, but rather on the
advantages or necessities of international financial cooperation or
noncooperation. These differences in motivation bear on the prob-
lem of the large liquid liabilities of the United States to foreign

4Total liquid dollar liabilities were $31.2 billion, if the debts to the International
Monetary Fund ($1.0 billion) and to other international organizations ($0.7
billion) are included.

5The central bank does this by way of swap or repurchase agreements that
make it attractive for commercial banks to use their excess reserves for acquir-
ing the dollar assets, which yield interest and a small gain in the resale price.
The main purpose of the central bank is to syphon off some excessive lending
capacity, or excess liquidity, of the banking system; in this fashion dollar
assets take the place of government securities in open-market operations.

20-156 0 - 68 - 5
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holders and of the danger that these dollar holdings may be dras-
tically reduced.

Not all "asset switching" has the same effects. If there is a
massive flight into gold, it need not be a flight from the dollar;
and if there is a massive flight from the dollar, it need not be into
gold. Private foreign holders of dollars who wish to get rid of their
dollars may prefer to hold other currencies which they regard as
safer. And foreign hoarders or speculators who wish to buy gold
may intend to reduce their holdings, not of dollars, but of other
currencies, especially their own. To equate an increase in the de-
mand for gold hoards with a decrease in the demand for dollar bal-
ances may therefore be wrong. Of the non-dollar-holder's flight into
gold I shall talk later; let us first concentrate on the danger of a flight
from the dollar, either into gold or into other currencies.

The decision of a private foreign holder of dollars to exchange
them into gold can be regarded as exceptional. Ordinarily, he needs
his working balance for day-to-day transactions and, if he can
spare some of it, it will not be much and he will sacrifice his
liquidity only in consideration of a large and immediate gain -
say, if he expects that the price of gold will be raised over the
week-end. A decision to exchange dollarsg into other currencies is-
much more likely, because the cost of in-and-out trading is much
smaller and the liquidity of other currencies not much lower even
if only dollars were usable for the regular foreign transactions of
the particular firm .or bank.

Yet, under the arrangements in effect until March 17, 1968,
both kinds of switch affected the gold stocks of the United States in a
rather similar way. This resulted from a combination of two prac-
tices: (1) the arrangements of the Gold Pool provided for sales of
monetary gold to private buyers whenever the demand in the London
gold market was not fully met by supplies from private stocks and
new production; 59 per cent of the wanted gold was supplied by the
United States, the other 41 per cent by Germany, Italy, Belgium,
Netherland, United Kingdom, and Switzerland. (2) Several of these
countries had set upper limits to their holdings of dollars; as the
proceeds of their sales of gold increased their dollar holdings, the
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collected dollars would sooner or later be presented to the authorities
of the United States for conversion into gold.

Now, what effects can be expected if private dollar holders
switch from dollars into francs, DM, lire, or other strong cur-
rencies? The central banks issuing these currencies and acquiring
the dollars may again find their dollar holdings increased beyond
the limit and may seek their conversion into gold. Thus it seems
that in both cases of private foreigners reducing their dollar bal-
ances, whether they want to replace them with another currency
or with gold, the end-effect would be a loss of gold by the United
States.

In March 1968, the seven countries of the Gold Pool agreed
on a new policy. They will no longer supply gold to the London
market, even if the market price of gold should rise as a result.
Moreover, the six countries may allow their dollar holdings to
increase; that is, they will not present surplus dollars for prompt
conversion into gold. There is probably no commitment to this effect
and certainly there is nothing that would commit other countries to
refrain from asking the United States to surrender gold for dollars.
A brief review of the past behavior of foreign monetary authorities
regarding their holdings of gold and foreign exchange may be helpful
in an appraisal of official attitudes.

Taking all noncommunist countries together, their official hold-
ings of dollars increased steadily until the end of 1965, when they
reached a peak of $15.9 billion. The decline that followed was
quite modest: to $14.4 billion in September 1967. Focusing, how-
ever, on the industrial countries of Europe, we notice that they began
earlier to reduce the foreign-exchange portion of their monetary
reserves: at the end of 1964 they held $9.2 billion, a year later
only $7.5 billion. In the same year they increased their gold
holdings from $16.9 billion to $18.9 billion. France and Germany
were leading in this switch of their monetary reserves. Germany
had started a year ahead of all others, reducing her foreign-ex-
change holdings from $3.3 billion at the end of 1963 to $2.7 billion
in 1964 and to $1.7 billion in March 1965, while increasing gold
stocks from $3.8 billion to $4.4 billion in the same period. France
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reduced her foreign-exchange reserves from $1.4 billion at the end
of 1964 to $0.8 billion in 1965 and $0.5 billion in 1966, building
up her gold holdings from $3.7 billiorr-at the end of 1964 to $4.7
billion a year later and $5.2 billion at the end of 1966. All these
switches cut into the gold reserves of the United States, reducing
them from $15.5 billion at the end of 1964 to $14.1 billion in
1965 and to $13.2 billion in 1966.

The reductions in dollar holdings by monetary authorities
were halted when the situation became critical. Several countries,
indeed, agreed to reverse the direction of change in the composi-
tion of their reserves. Leading among those that have increased
their holdings of dollars are Germany and Italy. But this does not
mean that the official holders of dollars have forever foresworn
conversions into gold. One may assume that the authorities in
practically all countries wish to avoid a crisis, the outcome of which
cannot be predicted but is apt to be deleterious to most. Yet, if
in some countries, in a moment of stress, the men in charge of
international monetary affairs were to lose their heads, and a threat
of a stampede for gold seemed imminent, official demands for
conversions could become large enough for the United States to
realize that the sale of gold cannot be continued.

In any case the double threat of the "dollar overhang" ac-
cumulated over many years and of the current "dollar overflow"
from continuing payments deficits of the United States makes it
difficult to be sanguine about the ability of this country to satisfy
all potential official requests for gold.

The Gold Rush

Having talked about the dangers of gold hoarding by nervous
dollar holders, I must now proceed to discuss private gold purchases
by holders of other currencies.

Purchases of gold in the London market are paid in dollars.
If those for whose accounts the gold is bought have no dollar
balances, they first have to acquire dollars with whatever cur-
rencies they may have been holding - pounds, Swiss francs, rupees,
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kyats, bahts, wons, kips, piastres, or any other." The results of
an increased private demand for gold will differ according to whether
it is met out of new production of gold; or is met out of monetary
reserves under the arrangements of the Gold Pool (rescinded in
March 1968); or results in a higher gold price in the free market.

Assume that the final buyers are Thais, paying in bahts, and
that the sellers are South Africans, who want their proceeds in
rands, to pay for the production cost of gold. There will therefore
be a supply of bahts in search of dollars, a payment of dollars for
gold, and a supply of dollars in search of rands. If both the baht
and the rand are pegged in terms of dollars and, hence, the author-
ities of Thailand and South Africa intervene in the foreign-exchange
markets, the dollar holdings of Bangkok will decrease and those
of Johannesburg increase. If the adjustment process works, the
balances of goods and services of the two countries will eventually
adjust and show larger exports from Thailand and larger imports
(matching the exports of commercial gold) into South Africa. The
dollar, having served in the process as transactions currency, will
not be affected either way.

Let us now see what happens if the new demand for gold cannot
be met out of new production but, under gold-pool arrangements
designed to stabilize the gold price in the free market, is met out of
official reserves sold by monetary authorities. Assume that the
final buyers are Indians, paying in rupees, and the sellers are the
monetary authorities participating in the Gold Pool. I shall not
go into the delicate question whether the Reserve Bank of India
will furnish dollars to the rupee owners (whose demand for foreign
exchange may come in a disguise that appears quite legitimate) or
in what other ways dollars become available to them. The relevant
part of the process is the loss of monetary gold. Under the old
arrangements, the seven countries joined in the Gold Pool had
shared the loss. The European central banks in this case would not
necessarily have acquired additional dollars in exchange for their
gold, since the private demand for dollar balances had not declined:

6The last five are the currencies of Burma, Thailand, Korea, Laos, and Viet-
nam.
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it was the demand for rupee holdings that declined. If the Indian
authorities stayed out of the picture, the rupees may have been
offered at a price attractive enough for some people to buy them
with dollars or other currencies, either to make purchases in India
or even to hold the rupees temporarily for speculative reasons. The
central banks supplying the gold might find their note circulation
or demand deposits reduced or their dollar holdings increased. And
eventually they would return such dollars to New York for gold.
Thus, at least in part, the Indians' gold hoarding would have en-
croached on American gold stocks.

If enough statistical information were at hand, we could
establish to what extent major scrambles for gold were associated
with reductions in private foreign holdings of dollars. It would be
important to know whether the tidal wave of private gold pur-
chases in December 1967, which took $900 million from the Amer-
ican gold stocks within four weeks, left private foreign dollar hold-
ings more or less unchanged or reduced by a similar amount. There
had been earlier gold rushes, besides the gradual increases in
private hoards. Thus, in 1960 additions to private gold stocks
jumped by $311 million, or 68 per cent of the 1959 purchases,
and in 1965, by $449 million, or 67 per cent of the 1964 pur-
chases.7 But we do not know whether private dollar holdings in
those years reflected any "movements out of dollars."

One conclusion of these reflections is that, under the old gold-
pool arrangements, private gold purchases could encroach upon the
gold reserves of the United States even if the purchases were made
by foreigners not holding dollars but using their own currencies to
pay for the gold. Regardless of whether the gold rushes between
December 1967 and March 1968 were associated with reductions in
the demand for dollar balances or were financed with other cur-
rencies, the depletion of American gold holdings was too rapid for
the authorities to stand by inactively. More than $2.4 billion worth

7These large jumps clearly refute the hypothesis, advanced by official and un-
official experts, that the increase in private purchases of gold is a nonspecu-
lative, "structural" development. Nothing but speculation can explain the
sudden leaps in 1960, 1965, and 1967.
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of gold was lost within the three months, reducing the stocks to $10.5
billion. The decision by the members of the Gold Pool, on March 17,
1968, to halt sales to private parties and no longer to intervene in
the London gold market was a sensible reaction. But what will now
be the effects of private excess demand for gold?

Assume that speculators want to acquire more gold than is
available from new production after the requirements of industrial
and artistic users and traditional hoarders are satisfied. Without any
sales out of monetary stocks, the sole source of supply for bullish
speculators is gold relinquished by less bullish speculators. That is
to say, the eager buyers will bid up the market price to a point at
which less eager holders are willing to part with enough of their
gold to meet the demand. Although dollars are used in the transac-
tions, the position of the dollar in the exchange markets will not be
affected if neither buyers nor sellers of the gold reduce or increase
their dollar balances in the end. If the buyers have, at the outset, had
currencies other than dollars, and had to buy dollars in order to buy
gold, whereas the sellers, at the increased price of gold, hold on to
the dollar proceeds, the dollar will be strengthened in the process
and some central banks may have to sell dollars against their own
currencies. Conversely, if the buyers have held dollars whereas the
sellers want to hold their proceeds in other currencies, the dollar will
be weakened and some central banks may have to acquire dollars
under our system of fixed exchange rates.

It would be difficult to predict which of these three possibilities
is the most likely to materialize - were it not for the continuing
supply of additional dollars originating from the payments deficit of
the United States. With this continuing deficit, one may expect that
dollars, both from the current overflow and from the amassed over-
hang, will land in the hands of foreign monetary authorities and,
through conversion, contribute to the further erosion of the gold
position of the United States.

Cheap Advice

If the predicament is due chiefly to the deficits in the balance
of payments and to a lack of confidence in the United States dollar,
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it requires no great wisdom to conclude that all will be well if
balance and confidence are restored. The cheapest advice is to say
that restoring balance will restore confidence and that therefore
no more is needed than to remove the continuous overspending,
overlending, and overinvesting by the United States.

External balance does not guarantee confidence in the sense
of maintenance of a given volume of foreign dollar holdings. The
foreign demand for dollar balances depends chiefly on the volume
of dollar transactions for which working balances are needed. Any
measures or policies that reduce the volume of foreign trade and
payments may well reduce the foreign demand for private dollar
holdings, and thus lead to further conversions and to American
gold losses, even if the payments deficit (on liquidity basis) is
reduced or removed. Moreover, "overspending, overlending, and
overinvesting" are relative magnitudes, and absolute reductions in
foreign spending, lending, and investing need not reduce, and may
even increase, the relative oversize of the particular items in the
balance of payments.

What can really be done to achieve a cure of the chronic im-
balance of payments and to safeguard against crises of confidence?

Restoring Balance: Direct Controls

There are several ways of dealing with a deficit in the balance
of payments: to finance it, suppress it through restrictions, try to
remove it through real or financial correctives, or restore balance
through real adjustment.

After 18 years of financing the deficit, the time has come to
end it. Picking some conspicious deficit items in the balance of
payments, the United States has decided to "take action" against
these items, partly by means of direct controls and prohibitions. The
government hopes the country will save at least $1 billion by a
"mandatory program" to restrain direct investment abroad and to
bring home larger portions of foreign earnings from past invest-
ments; another $500 million by a "tightened program" to restrain
foreign lending by banks and other financial institutions; another
$500 million by reducing "nonessential travel outside the Western
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Hemisphere"; and again another $500 million by reducing the
foreign-exchange cost of keeping troops in Europe.

Even if the new program succeeded in improving the balance
of payments by $2.5 billion, it would still not restore balance. It
would only suppress imbalance, and probably only temporarily.
When the controls and restrictions are lifted, the deficit is apt to
reappear in its full size. At best the reduction of the cost of keeping
troops in Europe may turn out to be a continuing saving - either
by bringing some of the troops home or by receiving compensatory
payments from the NATO allies. All the other items, however, have
to be regarded as regular flows, determined by underlying conditions
such as levels of incomes and prices and rates of profit and capital
formation. Such flows can be restricted or suppressed for a time but,
if the underlying conditions are not altered, they will resume at the
same or even increased strength as soon as the restrictions and
prohibitions are taken off.

That the suppression of a deficit by use of police power does
not restore "equilibrium" but merely conceals the symptoms of "dis-
equilibrium," is relatively easy to grasp (though many manage to
forget it). It is less easy to understand that the suppression of deficit
items in amounts equal to the present deficit may yet fail to remove
the deficit. The naive observer of the statistic of international trans-
actions is inclined to assume that each reduction of a deficit item
will be fully reflected in a reduction of the "over-all deficit." It
takes hard intellectual work to comprehend the interdependence
between the various items, to see, for example, why a reduction in
the expenditures of American tourists abroad or a reduction in
American direct investment abroad will to some extent result in
increased imports and reduced exports of goods and services. These
"feedbacks" may be large or small, but will rarely be zero. They
can be zero only if the reduction in the flow of funds does not affect
the use of funds either in the domestic or in the foreign market.
Assume that an American, A, is prevented from lending his money
to a foreigner, F; only if A then decides to sit on his money and not
to spend, lend, or invest any part of it, and if F manages to disburse
abroad exactly the same amount of money that he could have dis-
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bursed thanks to the receipt of A's funds, only then will imports and
exports be unaffected by the financial corrective. In all probability, A
will use some of his funds at home and F will have less to spend
abroad, and the United States will have larger imports and smaller
exports as a result.'

Restoring Balance: Partial Devaluation

Besides direct controls, various measures have been introduced
to alter the ratios between selected domestic and foreign values.
These measures are designed, by changing the basis of economic
calculation, to divert purchases from foreign to domestic markets.
They can most conveniently be regarded as disguised, partial de-
valuations of the dollar.

First, the dollar used for military expenditures abroad was
devalued when the officials in charge were instructed to "buy
American" whenever the cost was not more than 50 per cent above
the cost in foreign currency calculated at the official exchange
rate. Next came the concealed devaluation of the dollar used
by recipients of foreign aid; they were forced to buy in the United
States, even if they could have bought elsewhere at lower prices.
As a result of the tied purchases the worth of the aid-dollar was
reduced by about 25 per cent. The third partial devaluation was
that of the dollar used for purchases of foreign securities: the so-
called interest-equalization tax was equivalent to an increase in the
price of foreign currencies by 15 per cent. The proposals made early
in 1968 include a devaluation of the tourist's dollar by means of special
taxes on travel expenditures outside the Western Hemisphere.

All such selective correctives through partial devaluation are
inequitable, discriminatory, and inefficient, although they are su-
perior to direct controls in that they work by means of price in-
centives and disincentives and leave the market essentially free.

8Feedbacks and other offsetting repercussions will also prevent the end of the
war in Vietnam from ending the deficit in foreign payments. Military spend-
ing abroad may be replaced by foreign aid - as has been promised - or
exports from the United States will decline. Military spending at home may
be replaced by other domestic expenditures - many outlays in the war against
poverty having been postponed - and if so imports will fail to decline.
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They all invite substitution, evasion, and circumvention; they dis-
criminate against some sectors and in favor of others, distort the
structure of prices, and induce misallocation of productive resources.
Usually, they are also incapable of effecting their purpose. For,
while they improve particular items in the balance of payments,
they worsen others, partly because of the substitution of purchases
for which the dollar is not devalued, partly because of foreign and
domestic repercussions from the reduction of purchases for which the
value of the dollar is reduced.

If the disguised devaluations of the dollar were uniform -

for example, by means of proportional taxes on all imports and
subsidies on all exports of goods, services, and securities - they
might work indiscriminately; but the administrative difficulties would
be serious. While theoretically taxes and subsidies could be used
in lieu of a uniform alteration of exchange rates, in practice they
would amount to a system of multiple exchange rates with plenty
of bureaucratic bungling and high rewards for cheating and bribing.

I conclude that selective measures to remove the deficit,
whether they are real correctives (designed to affect the flow of
goods and services) or financial correctives (operating on the flow
of capital funds) are not likely to achieve sustainable balance.
Only real adjustment is likely to accomplish that.

Restoring Balance: Real Adjustment

In the process of real adjustment relative prices and incomes
are changed in such a way that the allocation of real resources
and the international flows of goods and services are altered suf-
ficiently to improve the current account so as to make it match the
balance on capital account and unilateral payments. I distinguish
three approaches: aggregate-demand adjustment, cost-and-price ad-
justment, and exchange-rate adjustment. The first two are prac-
tically inseparable, because demand adjustment works largely
through changes in costs and prices, and cost-and-price adjust-
ments cannot, as a rule, be achieved without demand adjustment.

Aggregate-demand adjustment implies income deflation and
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less employment in the deficit country and/or income-and-price
inflation in the surplus country. Since excessive expansion of demand
in the deficit country has often contributed to the emergence or
persistence of the payments deficit, stopping the inflation is, in such
instances, the first and most urgent recommendation. But merely
disinflationary policies cannot accomplish full adjustment when the
surplus countries likewise desist from inflating aggregate demand.
Only if these countries allowed their income and price levels to
rise would the prevention of income-and-price inflation in the deficit
country initiate a process of real adjustment, leading gradually to
restoration of external balance as the "demand pull" in foreign
countries washed their surpluses away.

While halting or containing the inflation in the deficit country
is not yet a sufficient condition for real adjustment, it is a necessary
condition for preventing the deficit from getting bigger. Thus, fiscal
and monetary restraint - higher taxes, reduced expenditures, tighter
credit - are imperative, simply to keep the imbalance of payments
from getting worse. Yet, to prescribe the same orthodox medicine
in doses large enough to induce full adjustment would mean to
expose the country to great risks. Stopping an inflation is one thing;
forcing a deflation is another. In the absence of inflation abroad,
real adjustment of the existing imbalance would require net defla-
tion in the deficit country, at a probably exorbitant social and eco-
nomic cost, which no government is willing to impose on the country.

The third approach to real adjustment - exchange-rate adjust-
ment - is also resisted by governments. The United States regards
it as practically impossible, partly because of some past promises and
commitments, partly because of the role of its currency in inter-
national affairs. The trading partners of the United States regard
this kind of adjustment as undesirable, and perhaps intolerable,
chiefly because it would weaken the competitive position of their
industries. Exchange-rate adjustment may, nevertheless, prove to be
the only practicable way out. However, it can become practicable
only by courses of action not yet sufficiently examined. Some of
them will be considered here, but only after an analysis of the
problem of confidence.
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Restoring Confidence: Five Approaches

Confidence in a currency, or any liquid asset, is always relative,
namely, compared with some alternative asset; the problem is the
likelihood of massive switches between alternative assets held.
Economists have long known that a currency system with two
moneys, such as gold and silver coins, with fixed rates of conver-
sion is very unstable and should not be tolerated (Gresham's law).

The problem of increased or reduced confidence in the dollar
lies in its convertibility into gold. Changes in expectations regarding
the relative scarcity of the two assets lead to massive switches, which
in turn may result in major disturbances of world monetary affairs.
Switches from dollars to gold may, if convertibility is maintained,
destroy large amounts of monetary reserves and induce deflation and
unemployment in several countries. Switches from gold into dollars
would increase monetary reserves, as the disgorging of private gold
hoards creates additional reserves of commercial banks as well as
additional cash balances of individuals and firms, which induces
inflation of prices and incomes everywhere.

Traditionalists are fond of repeating that confidence is lost only
when governments have misbehaved, and that convertibility into
gold enforces discipline. Both statements are, to put it mildly,
exaggerated. Expectations of lower production and rising industrial
use of gold may lead to a large speculative demand for gold even
if the creation of dollars has not been excessive by any traditional
standards. And the fear of losing reserves of gold has rarely in
modem times kept monetary authorities from engaging in monetary
expansion when they wanted to promote employment and growth.
The allegiance to gold exerts no discipline, it merely creates guilt
feelings.

The traditional advice to the monetary authorities anxious to
restore confidence in the dollar is that they make the dollar
scarce. However, when popular belief in a future scarcity of gold
is widespread, it would take severe deflationary measures by the
United States to achieve a matching scarcity of the dollar. It would
be downright madness to accept the prescription of a stiff dose of
deflation.
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The most strongly advocated recommendation is to increase
the official price of gold to take account of the expected relative
scarcities." A sharp increase in the offi-ial dollar price of gold could
restore confidence in the devalued dollar for a few years, but only
at a very high cost. One of the noneconomic cost factors would be
the humiliation of the nation which, breaching the solemn promises
of its three last presidents - Eisenhower, Kennedy, and Johnson -
would "cheat" its best friends (who have believed the assurances
and continued to hold dollars) and reward those who have been
least friendly. The economic cost would mainly come from the world
inflation induced by the monetization of gold profits. For even if
the official profits from a revaluation of gold were to be safely
sterilized, the profits of private hoarders and speculators would be
monetized, their sales creating new bank reserves and new cash -
perhaps to the tune of some twenty billion dollars - with no chance
for any monetary policies that could offset this outpouring of new
money. The point is that speculators in the last eight or ten years
have purchased between $10 billion and $15 billion worth of gold
at $35 an ounce and are waiting for the price to be increased. If the
price were doubled, their treasure would be worth at least $20 billion
(to use the lower estimate) and this would be the amount of national
currencies which central banks would have to create in payment for
the dishoarded gold. The reserves of commercial banks would rise

9The expectations of speculators are based on the assumption that the mone-
tary gold stocks will never be released. If speculators realized that these
reserves could eventually be employed as a "buffer stock" to fill gaps between
production and private demand, they would sell gold, rather than buy. A
sober estimate looks like this: industrial and artistic uses of gold absorbed
about $500 million worth in 1967, and purchases by traditional hoarders
about the same amount. Production (not counting the output in communist
countries) was roughly $1,500 million, the surplus of $500 million being
bought by speculators. If this surplus were purchased neither by speculators
nor by monetary authorities, the resulting glut would depress the market
price far below the present level. One may reckon, however, that purchases
by industrial and artistic users and by traditional hoarders will increase from
year to year, and production will fall, so that the excess supply may vanish
and eventually give way to an excess demand. Still, since the present stocks
held by speculators plus the buffer stocks of the authorities are at least $55
billion, they could cover 55 years of the present private use, even if pro-
duction fell to zerol
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by the same amount and would create additional lending power of
some $100 billion, a truly frightening inflationary potential. The
inconsistency of the gold-price boosters is amazing: they praise the
gold standard for its alleged disciplinary anti-inflationary effects,
but are willing to subject the world to a huge inflation in the process
of restoring gold to its long-lost importance in the monetary system.

Besides these two recipes - one to make the dollar scarcer by
deflationary policies, the other to make gold more abundant by
doubling its price - several other proposals have been made, mainly
for schemes to prevent official switching from dollars to gold. Three
approaches can be distinguished: (1) "locking in" the dollars in the
official reserves of the nations under so-called harmonization agree-
ments, (2) taking out the dollars from official reserves by having
them turned in to an international conversion account in exchange
for deposits that are generally recognized as reserves, and (3) termi-
nating both the convertibility of official dollar holdings into gold
and the convertibility of gold into dollars. All these approaches
would face strong political resistance, but .this is true for every

:-measure that might dothe job.

Restoring Confidence: Locking-In and Pooling Agreements

Harmonization agreements would bind countries to hold a
minimum ratio of their total reserves in the form of dollar assets.
Alternatively, since a fixed ratio would imply annual increases in
official dollar holdings (which may be unacceptable to some coun-
tries), the minimum holdings could be stipulated in absolute
amounts. As a consideration for the promise to hold the balances,
an exchange-value or gold-value guarantee may have to be given
for official holdings. Such an agreement, unless it included addi-
tional provisions, would fail to guard against massive sales of dollars
to central banks in the case of private asset switching (dollars into
gold or into other currencies) and in the case of continuing deficits
in the payments balance of the United States. Moreover, the scheme
fails to provide for the possibility of a continuing excess demand for
gold by processors, hoarders, and speculators. One way of dealing
with this problem is the separation of official transactions at an
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official price from private transactions at a free-market price - the
system introduced in March 1968. Another way would be to main-
tain a uniform price of gold, which would require a combination of
a gold-selling agreement with a dollar-holding agreement among
monetary authorities.

To remove reserve currencies from national monetary reserves
by having them deposited with an international reserve pool has been
part of several proposals, including the Keynes Plan of 1943 and
the various plans by Triffin, Bernstein, and Maudling. These plans
have differed in their generality, for example, on whether all of the
existing overhang of dollars and pounds should be turned in or
only amounts that the holders consider excessive, and whether the
national authorities, having gotten rid of their existing holdings or
excess holdings, should be allowed to acquire new dollars or pounds.
To deal with the existing overhang but allow new accumulations
of reserve currencies would seem inconsistent. A "final solution"
of the problem of confidence would have to exclude future accumula-
tions of reserve currencies after funding the accumulations of the
past.

The removal of reserve currencies from national reserves to
an international agency would leave the gold problem unsettled. To
have a two-ring circus with private gold acrobatics in one ring and
official gold clownery in the other, with the official gold dispersed
among a hundred reserve-holding countries, all of whom would also
hold presumably gold-value-guaranteed deposits in the international
agency - this would hardly be a definitive solution of international
monetary affairs. If the private price of gold differed substantially
from the official price, leaks would be likely to develop from one
circulation to the other. The ratio between exchange-pool deposits
and gold in the monetary reserves would differ from country to
country and problems of differential confidence in these two reserve
assets might arise. Nothing, therefore, would be more sensible than
td call for a central gold pool; but rather than setting up a separate
gold pool, it would seem much more logical to have the same inter-
national agency corral all the monetary gold as well as all the exist-
ing reserve-currency holdings.
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Since one of the predicaments in the present situation is the
danger that dollars are converted into gold and thereby disappear as
monetary reserves, this solution - that both the dollars and the gold
are deposited in the same pool and that the deposit liabilities (or
certificates) of the pool become the major reserve asset of the
national authorities - is so rational, so cogent, that to me it seems
compelling. The two problems - of safeguarding against official
switches between dollars and gold and of providing for future devel-
opments in the supply and demand for gold - could hardly be solved
in a neater way than by pooling all, or almost all, official holdings
of both types of reserve assets. Gold and nationaKreserve currencies
would simultaneously disappear from the reserves of national mone-
tary authorities, replaced by deposits with a conversion account
(reserve-settlement account) of the International Monetary Fund.

One may wonder whether countries could be persuaded to
accept such a comprehensive solution. The United States could free
itself of persistent conversion headaches by transferring its entire
gold stock (about $10.5 billion in March 1968) to the IMF and
then using the resulting deposits as its major reserve. Germany, Italy,
and other countries holding both dollars and gold could avoid
awkward external and internal political pressures regarding the most
appropriate division of their reserves between non-interest-earning
gold and non-value-guaranteed dollars by exchanging both for inter-
est-bearing and exchange-value-guaranteed deposit claims against
the Fund. France, now holding chiefly gold, might find the solution
acceptable if the Fund agreed to keep some of its gold in vaults
on French soil, if no credits, investments, loans, or overdrafts were
to be extended in connection with the scheme - the SDR-facility
alone taking care of the provision of additional reserves -and if
all participants agreed not to acquire any national currencies as
part of their official reserves beyond working balances of strictly
limited size."0

10To make it quite clear: only those dollars and pounds that are held in national
monetary reserves when the conversion account is established are eligible
for exchange into the new reserve asset. There can be no later additions,
either from present private holdings or from later payments deficits of the
United States or United Kingdom.

20-156 0 - 68 - 6
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The new conversion account (or reserve-settlement account)
of the Fund could also assume the function of dealing with the
problem of nonmonetary gold. In principle it would be possible
to leave the gold market completely free, the Fund neither selling
nor buying, no matter what price gold would fetch in the free
market. In this case one might expect the price of gold, perhaps after
a few months with higher quotations, to fall considerably below the
present price of $35 an ounce. For there would probably be sub-
stantial dishoarding of gold by disappointed speculators, and in-
dustrial demand would still be far below the volume of new gold
production. After a few years industrial uses of gold would increase
enough to exceed the private supply, and then the price could go
above $35. By that time even the most conservative central bankers
and financial authorities would have learned that the large monetary
gold stock kept buried by the international agency was serving
absolutely no purpose. The question would then be asked why one
should allow gold permanently to be withheld from Droductive uses
and whether it was not more intelligent to release it from the
monetary concentration camp.

Instead of letting the price of gold in the free market first fall
far below and later rise far above the present official price, the
Fund could operate a buffer stock, taking over the task which na-
tional monetary authorities have carried out for so long. (This
collective buffer stock accumulated gold for hundreds of years and
began selling only in 1965.) If the Fund is to buy and sell gold,
it should perhaps maintain a pair of prices - buying, say, at $34
or below and selling at $36 or above - so that it would have a
source of income besides the interest earned on the dollar and
sterling assets taken over from national monetary authorities. Gold-
mining interests would surely plead for higher prices or for post-
ponement of any sales from the pooled reserves. The decision would
not be of great consequence once it is settled that there can be no
purchases for monetary reserves at any increased price.

Still another function could be assigned to the conversion ac-
count (reserve-settlement account) of the Fund: to devise a quasi-
automatic adjustment of the exchange rates for the currencies of
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the participating countries. The parities of all currencies might be
stated in terms of Fund Units. Any country losing reserves at a fast
rate over an extended period might have the exchange value of its
currency lowered in small steps, and any country gaining reserves
at a fast rate over an extended period might have the exchange value
of its currency raised in small steps, not exceeding 3 per cent per
year. Alternatively, the Fund might adopt the device of "band flexi-
bility" of exchange rates, that is, a widening of the permissible mar-
gin of rate fluctuations from the present 1 per cent to 3 or 4 per cent
above and below par. The best solution, however, would combine
the "crawling peg" with the "wider band" and allow the use of a
"movable band" of exchange rates. It need not apply to all curren-
cies, but only to those of countries or blocs of countries that do not
choose to coordinate their fiscal and monetary policies with those
of other countries (or blocs) and thus to subordinate their domestic
objectives to that of maintaining external balance. The technique of
the movable band could furnish the international monetary system
with the only reliable and economical adjustment mechanism for
countries in which adjustments of incomes and prices are not toler-
ated.

However, it would not be necessary to burden international
negotiations at this time with such controversial questions: the men
in the seats of power at present seem unwilling to consider proposals
of this sort. Their successors in a few years may be more open-
minded. It may be wiser, therefore, to confine the agenda for imme-
diate negotiations to the most urgent points. The most urgent is to
avert the danger of having several billion dollars of existing monetary
reserves destroyed through the exchange of official dollar holdings
for official gold holdings.

Restoring Confidence: Cutting the Link

Some of the experts in international monetary affairs tell us
that nothing is negotiable at the moment. The governments, so we
are told, will not, after the years of negotiating the SDR facility, sit
down again to negotiate additional reforms, least of all, reforms as
radical as the removal of gold and reserve currencies from national
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reserves. If this warning is correct, the next alternative may have to
be considered, though it is a less desirable one, because, as a uni-
lateral action, it offends the spirit of international cooperation.

The conversion of official dollar holdings into gold leaves the
reserves of the switchers unchanged - they will have gold in place
of the dollars - but reduces the gross reserves of the United States
- the loss of gold being compensated merely by a reduction of
dollar liabilities. This destruction of gross reserves is harmful if it
induces deflation and/or restrictions on the flow of goods and
capital; it would not be so harmful if the losers of gold - the United
States - did not take restrictive measures.

Equanimity or indifference vis-h-vis the loss of gold can be
created if gold reserves are no longer needed for anything - neither
to meet internal legal requirements or external moral obligations
nor to safeguard the maintenance of fixed exchange rates. These
changes in the role of gold in the United States can be produced
by cutting the link between the dollar and gold, that is, by terminat-
ing the rule that the United States will purchase gold whenever
offered and will sell gold to monetary authorities that hold dollars.

In view of promises made and expectations fostered by fre-
quent declarations of the United States government, it would be
decent if the United States offered to give up all its gold to monetary
authorities that wanted to reduce their holdings of dollars. In order
to assure a fair distribution, it could first invite each of them to
state the amount of dollars for which they wanted gold. Would the
gold stock of the United States - of less than $11 billion - be large
enough to meet the official demand? The foreign monetary author-
ities hold almost $16 billion, but surely they would not want to invest
all their dollars in gold. All of them need dollars as working
balances and as intervention balances; many of them are anxious
to have interest-earning assets in their monetary reserves; and several
of them need dollars as compensating balances against American
bank loans. The desire to keep dollars would be increased if it were
understood that the United States would in the future not purchase
any new gold and not repurchase any of the gold now sold. The
point of these considerations is not that we should care how much
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gold the United States would retain, but rather whether the present
stock would suffice to meet the demands.

After the United States made the great decision to terminate
convertibility between dollar and gold, all further decisions about
the relations among currencies would be left to other countries. It
would be for them, and not for the United States, to decide the
value of the dollar in their foreign exchange markets. One can
imagine four types of decisions.

1. Some countries may decide to keep the present exchange
rates between their currencies and the dollar unchanged; in this
case, they would have to purchase all dollars offered in the market
and to increase their dollar holdings if the dollar should continue
to be in excess supply.

2. Some countries may decide not to increase their holdings
of dollars and, instead, to reduce the price they pay for dollars
offered to them; in other words, they may decide to raise the dollar
value of their own currencies.

3. Some countries, unwilling to increase their dollar hold-
ings and uncertain about the right price to pay for the dollar, may
decide to let their exchange rate float, against the dollar and other
currencies that remain linked with the dollar; in other words, they
may let exchange rates be determined by supply and demand in
a free market.

4. Some countries may be anxious not to allow the dollar to
be devalued or depreciated, because this could hurt some of their
industries; they might therefore continue to purchase dollars at the
present exchange rate whenever an excess supply arises from trans-
actions in goods and services, but they might refuse dollars that
originate from imports of capital. This would amount to multiple
exchange rates, a system workable only in connection with foreign-
exchange controls.

The United States should gladly accept any of the first three
possibilities. The first one would amount to the willingness of other
countries to help finance its payments deficit. The second and third
would greatly aid in the process of adjustment; indeed, it might be
the only practicable approach to adjustment. Only the fourth pos-
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sibility would be deplorable, but not more so than the restrictions
which the United States itself has been imposing. If there are to be
restrictions on the movement of capital, they had better be imposed
by the countries unwilling to receive capital than by the country
able to supply it.

The termination of gold convertibility would not change the
role of the dollar as international transactions currency. The dollar
may even continue as reserve currency for, while some monetary
authorities may decide to sell their dollars, others may prefer to
increase their dollar holdings. The present threat to stability, the
possibility of massive switches at a fixed conversion rate, would
no longer exist. The use of the dollar as international trade currency
would not be affected at all. The dollar remains the most stable of
all currencies and the most useful of all currencies (in the sense
that it can draw on the largest resarvoir of goods). As long as its
purchasing-power over goods and services is secure, the dollar will
serve international trade and finance; its convertibility in gold is
immaterial for this function.

One may ask what advantage this drastic action at this time
may have over a policy of temporizing. The chief difference, from a
realistic point of view, is between taking the step now or two or three
years from now. To defer it, is to live under restrictions and under the
constant threat of crises of confidence, each crisis bringing new and
more stringent restrictions.

The Relation to the SDR Scheme

The most disconcerting thought is that unilateral action by the
United States may so seriously offend the spirit of international
cooperation that the pretty solution that was found for the liquidity
problem might be ruined, or at least tabled for an indefinite period.
If this were to happen, it would clearly show the mistake we have
made in giving priority to the problem of liquidity and disregarding
the problems of confidence and adjustment. It would be most un-
fortunate to have the hard work of several years come to nought.

Such a course of events is by no means inevitable. Responsible
governments may reflect on the possible developments and realize
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that a failure to negotiate collective actions solving the problems
of confidence and adjustment might jeopardize the successful solu-
tion of the liquidity problem. With this prospect in mind, they may
overcome their disinclination to resume their efforts toward a co-
operative completion of the entire agenda.

Now that the United States has imposed mandatory restrictions
on capital movements and proposes to impose restriction on pur-
chases of foreign services, the blessings of a scheme to create liquidity
seem less promising. The main justification -perhaps the only one
that really counts - of the creation of international reserves is the
avoidance of restrictions. If it takes restrictions to activate a plan
for the creation of reserves, the whole idea is defiled.

How sad that intelligent people work hard to find suitable
means for achieving desirable ends, then promote the means as if
they were ends in themselves, and begin pursuing them with instru-
ments that negate the original ends.
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Mr. MAcHLUP. I have only one question, sir, how that goes with the
copyrights of the Committee for Economic Development and the Johns
Hopkins Press.

Mr. BERNSTEIN. Congress has all copyrights.
Chairman REtxSS. Our lawyers will defend me.
[Laughter.]
Mr. MACHLUP. Splendid.
There are two other publications I should refer to. Both appear this

September. One is an article in the British journal, the Banker, and
it is entitled "The Price of Gold." The other appears also this month
in the Banca del Lavoro Quarterly Review in English, and it is en-
titled "The Transfer Gap of the United States." Both these articles will
be available at the International Finance Section of Princeton Uni-
versity and anyone who is interested can write for them.

Now, today we ought to discuss the proposals that should be con-
sidered as our next steps, and that might be addressed through the
Treasury to the International Monetary Fund. The first one relates to
the speedy ratification and early activation of the scheme for the
creation of special drawing rights. The second relates to the policy
regarding gold and its price and the role the International Monetary
Fund ought to have in this business. The third proposal relates to
the reserve currencies now held by many countries, sometimes with
reluctance.

With regard to both gold and reserve currencies, plans have been
submitted for pooling the reserves in a central pool maintained either
by the International Monetary Fund or by another agency. At least
four such pooling plans are under consideration, at least by the
academic community. One is the Bernstein plan, of which we have
just heard; another is the Triffin plan; a third is the plan submitted
today by Professor Mundell; and there is the Machlup plan, submitted
last February to the Joint Economic Committee and also discussed in
my little booklet.

The four proponents do not use the same words. Bernstein calls it
the Reserve Settlement Account. Triffin calls it the Conversion Ac-
count. Mundell calls it the International Monetary Pool. I refrained
from proposing a new name, because the name is unimportant. The
basic idea of all these plans is essentially the same: pooling the reserves.
The plans differ in many details but, after all, we ought to discuss the
principle, not the details.

The fourth proposal for consideration and study relates to widening
the existing band for exchange-rate fluctuations, that is for permissible
deviations of exchange rates from the official par values.

Widening this band is important, because the pooling arrangements
just mentioned do not provide any aid in the adjustment process, and
we need something for this purpose. Improving the adjustment process
may be the most vital of our tasks.

Before I say more about the four proposals, I have two things on my
mind. First, I am afraid that we may be confused by certain words.
For example, the term "gold standard." Gold standards means some-
thing different to practically every man who talks about it. By the
most widely used definitions, we have not had a gold standard for a
long time and, hence, to call the present system a gold standard is quite
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misleading. Perhaps we could do without these words and just say
what we mean.

There is also the term "gold demonetization." I shall not take your
time to show that there are eleven different meanings of gold demone-
tization. In some of these meanings gold has been demonetized long
ago, and in some other meanings gold may not be demonetized in an-
other hundred years. So, again, a word without a definite meaning.

Finally, the words "flexible exchange rates." Even my dear colleague,
Professor Mundell, uses this term in an entirely different way from
how I would use it. Perhaps we should give up using it. It is highly
confusing if we debate whether something is good or bad while what
we so judge are really entirely different things.

The other point that I want to raise before I come to the discussion
of the four proposals is not semantic but political: it concerns the gold
lobby.

Mr. Chairman, I believe this point ought to be raised, because the
gold lobby gets more irresponsible, more impertinent every day,
spreading misinformation all around the world, getting paid and
unpaid agents, many of whom have little understanding of the issues,
to distribute misleading literature practically every week.

Let me first say that I have no quarrel with anyone hankering after
higher prices for his product or services. Anvone may want what he
wants, and anyone may express his wishes. I am certainly not against
free speech. The farm lobby may wvant higher prices for agricultural
products, and the trade unions may want higher prices for the services
of labor, and the gold lobby may want higher prices for gold. But they
should not feed us with lies.

There are, for example, the sob stories about the increased cost and
vanishing profits of gold producers. It is true that there are gold
deposits in the United States and elsewhere that cannot be profitably
mined and processed at present wages with present techniques. But
gold in the United States is largely a byproduct, and there is no eco-
nomic reason for wanting to increase or maintain domestic gold output,
just as there is no reason for producing our own bananas or our own
cocoa or coffee.

If anybody feels sorry for the gold-mining firms in South Africa,
he will perhaps be reassured if he learns of their profit-and-loss state-
ments. We should distinguish between the new mines, which produce
the bulk of the total output, and the old mines, which produce only a
small and declining portion. The profit margin in 1967 was 47 percent
of sales in the new mines and less than 10 percent of sales in the old
mines. The cash flows were much larger, because costs included ample
depletion allowances. Thus, production costs can go on increasing for
quite a while before profits vanish at a selling price of $35 an ounce.

The owners of shares of gold-mining companies may complain
that they earn very small dividends relative to the stock-market prices
of these shares. The reason, however, is not a decline in the earnings of
the companies, but the crazy climb of mining-share prices over the last
years, induced by the predictions of the gold lobby that the United
States will be forced to double or triple the present price of gold.

If speculators have believed these predictions and have paid 40
and 60 times annual earnings for gold-mining shares, they will have to
pay dearly for their lesson in financial analysis.



86

Chairman REBuss. May I interrupt you at this point?
Mr. MACHLrP. Yes, sir.
Chairman REUSs. Do you have any advice to give to those who have,

in reliance on these representations, purchased the shares of gold-
mining companies?

Mr. MACHLUP. I am sorry, you will have to ask the financial
analysts in New York, for I do not have any advice. If someone has
bought stock at a high price, well he had better sell while the price
is still high but-if many try to do so-the price will come down fast.
Some people will have to take losses, sir.

Chairman REUSS. But as to those who are now contemplating pur-
chase at these high prices would you have any advice?

Mr. MACHLUP. Yes, to stay out of it. The prices are just crazy. Any-
body who has bought the stock of mining companies recently has made
a mistake, and others who have not purchased had better not be
suckers.

Mr. BERNSTEIN. Fritz is a model of a man who has inside informa-
tion and makes it public generally instead of whispering it to some
people.

[Laughter.]
Mr. MACHLUP. Well, let me say more about the gold-mining decep-

tions. There has never been a good reason in recent years for this
speculative investment in gold or in gold-mining shares. To be sure,
consumption of gold for jewelry, dentistry and industrial uses has
been rising fast, but it used to absorb only a very small portion of
world output. Thus in 1967, after years of rapid increase, the con-
sumption of gold was still only about one-half of the output of the
free world. The excess gold supply has always had a secure outlet
into monetary gold reserves, but the gold-mining interests were not
satisfied with the official support price. Thus, by means of stories con-
tinuously fed to the press and to investment analysts, they developed
a huge demand for gold for private stockpiling. Private purchases
for stockpiling increased from year to year, taking eventually not
only the excess of gold output over gold consumption but several
billion dollars worth of gold from monetary reserves.

In 1967, private purchases of gold for stockpiling were almost three
times private purchases for actual use. It is estimated that private
holdings of gold are about $20 billion worth, at $35 an ounce, although
much of it was actually bought at higher prices.

These private stocks are enough to supply actual gold consumption
for jewelry, dentistry, and industry at the current rate for more than
20 years. But much of this gold has been purchased, not with the inten-
tion of holding it for resale to consumers, but rather for resale to
monetary authorities when they finally do what the gold interests want
and predict; namely, double or triple the buying price of gold.

Yet, if this hope does not come true, the private stockpiles become
available for actual consumption of gold and, I repeat, there is enough
on stock, at the present rate of consumption, for the next 20 years.
And what then with the new output of gold? And what if technical
progress takes place and brings down the cost of producing gold in-
stead of raising it? There are possibilities of such technological
developments.
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One of the purposes of my words here is to warn people of the risk
in continuing their stockpiling. If they can, they should get rid of
their stocks at the present prices.

One more thing comes to my mind. I have mentioned the gold lobby.
We ought to find out who that is. It consists partly, of course, of the
representatives of the mining companies. But they are joined by a
large number of people who hold gold. Anyone who holds gold-and
this includes large banks, especially on the continent of Europe-has,
of course, an interest in the price of gold, and in a rising price of gold.
Understandably, the holders of gold and of mining shares join in the
chorus of the predicters of an increase in the price of gold.

There is still a third group: the bankers, brokers, and financial
analysts who have advised their clients to purchase gold and gold-
mining shares. They are part of the gold lobby, they must continue to
say what they have said, because otherwise they would have to confess
the blunder made by their past advice. They would have to say "ex-
cuse me, my dear client, I have given you wrong advice over the last
10 or more years." But since they are not going to say that, they are
joining the gold lobby trying to persuade the world of the "inevita-
bility" of the increase In the price of gold.

Chairman REtrSS. Senator Proxmire has just been most successful
in getting through Congress a bill called the truth in lending law,
which requires lenders to tell the truth about the cost of their loan.
Would you suggest a truth in gold puffing legislation which requires
those who give advice about gold to state if they own gold shares or
have a vested interest in that advice or otherwise have a conflict of
interest?

Mr. MACHLUP. I am not in favor of too much legislation. Many
objectives can be achieved by simply speaking out, and if the press
is willing to disseminate what I have just said, this may do the job.
Perhaps the clients will then ask their advisers for conflict-of-interest
statements. They may ask their financial advisers "tell me, since you
advise me to buy gold or to buy gold-mining, shares, tell me how much
gold do you have and how many gold-mining shares do you have?"
That alone might do some good.

We in the United States could certainly not force the bankers in
Zurich, Switzerland, to announce their holdings of gold and gold-
mining shares, and that is where much of the propaganda comes from.
So I don't think a special law of this Congress can tackle the problem.

Chairman REuss. But you think this is a case where enterprising
journalism should try to dig out the possible reasons why people are
singing the song that they do?

Mr. MACHLUP. Absolutely. That is a case for enterprising journal-
ists, exactly.

Mr. BERNSTEIN. I should like to commend Fritz on his excellent
statement. We must thank the South Africans, incidentally, for telling
us precisely what the profits are in the old mines and the new. But I
want to disagree with him on only one figure. This is a question of
figures, not analysis.

It isn't quite correct to say that $20 billion of gold is being held
by people expecting a higher price for the purpose of selling it to
the monetary authorities when and if the price is changed. That
would not be quite correct. An enormous amount of gold, at least as
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much as Professor Machlup has mentioned, is held by private hold-
ers but, in my opinion, it is being held as a form of savings by Indians,
by peasants, Middle Easterners and so on, in much the same way as
Americans hold common stocks.

These people may sell some of it when the price rises. In fact it is
quite possible that in India today silver is being replaced with gold
in hoards because of the high price of silver.

These are investors, savers in an old-fashioned sense. I don't think
that their gold holdings are available for sale to the monetary author-
ities with any minimal change in the price of gold. This is their type
of investments.

Now, we do have a group who have bought large quantities of gold
in recent years and do intend to sell it off. Their buying has been
mainly since 1965, and in this period they have accumulated- I would
call this speculators' holdings-over $3 billion. These are the men who
are waiting for a change in price. It is not the Indian hoarder, it is not
even the Middle Eastern hoarder, or the French peasant. It is the big
speculators. They include, of course, as you suggested, some banks.

Mr. MACHLUP. I am very grateful to my friend Bernstein to give me
a chance to clarify what I have said. Of course, many holders of gold
have not bought it merely for a rise in price. Many have bought it for
traditional reasons or as safe investments, partly because gold is so
much easier to hide from the tax collector and from a confiscating gov-
ernment, and so on. But the assertion that they will continue to hold it
for eternity, regardless of what happens to its price is, I believe,
questionable.

Let me quote Professor Moss6, a Frenchman, who said the following
thing this last Friday at the Congress of the International Economic
Association in Montreal. Professor Moss6 estimated the holdings of
gold by private Frenchmen to be between $4 and $5 billion, and he be-
lieved that these $4 and $5 billion may come to the market for sale as
soon as the price drops below $35 and threatens to decline further. In
other words, these are not permanent holdings. This gold is held chiefly
in order to avoid losses from the depreciation of the currency. But if
the gold depreciates faster than the currency, holding gold is not a good
investment. When people discover this, they try to get rid of it.

The same thing is true of the gold holdings in the Near and Middle
East. These are merely the holdings of rich sheiks. These sheiks are
very intelligent men with good advisers, and they would not dream of
holding gold if they expected the price to conform to supply and pri-
vate demand and, hence, to come down. If they knew for certain that
the price could more likely fall than rise, their gold would come back
to the market for resale.

However, I agree there is one group of permanent holders of gold.
There are certain Indian maharajahs and also poorer Indians who
hold gold, and also in the Far East there are traditional hoarders. But
I do not expect these holdings to be more than $3 or $4 billion out of
the $20 billion that I have mentioned.

So, my mentioning of $20 billion of gold available for final uses may
be vulnerable, and can reasonably be questioned. On the other hand,
private gold holdings may be more than $20 billion. After all, we do
not know for sure, maybe they are $24 billion, and then the error may
be in the other direction.
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Now, Mr. Chairman, I have taken much time for my disgressions.
If you want me to come quickly to the four proposals I will be glad
to do so.

Chairman Riuss. Please.
Mr. MALCHLUP. I shall comment first on the price of gold. I believe

that the central bankers and monetary authorities wil not want the
price of gold to come down to what gold might really be worth if
none is bought for monetary reserves, and some perhaps is sold out of
monetary reserves-that is, they will not wvant the price to come down
to $25, or $20, or $15. They have an interest in not having their
reserves become worth less and less and less.

We cannot, therefore, expect them to sit by and let the price of gold
decline without doing anything about it. So we must allow them to
do something to maintain the price of gold at some level. I don't even
know whether you can talk them into letting the price of gold drop to
$30 an ounce. Their balance sheets would look bad: they would carry
gold at a higher price than it sells in the market, and they might not
like that.

Hence, you either have to educate them and talk them into taking
that loss or you will have to accept some plan of preventing the price
of gold from dropping below some limit that they will tolerate.
Whether you can persuade them to let the price come down to $30 or
$32 or $33, I do not know. They certainly should accept $34, for that
would not be too much of a spread. My personal taste would be for a
price lower than $34. But we would have to leave that to negotiations.

So I endorse the plan of Professor Mundell that there ought to be
a spread between the buying and selling price of the International
Monetary Fund. If that spread can be wider, all the better. My prefer-
ence would be for a spread of $10 an ounce, that is, a price of $30 for
buying, $40 for selling. But I am afraid the central bankers of many
countries will rebel, and we shall finally have to settle for a smaller
spread, perhaps $33437 or $34-$36, or something of that sort.

The pooling of reserve currencies is one of the most urgent things
that we have on our agenda. Some scheme is now being discussed about
the pound sterling, and the sooner we can get the discussions widened
to include the dollar the better.

Now, if one visualizes some gold pool activities, or IMF activities
concerning gold, and also recognizes the need for doing something
about the reserve currencies, one had better combine both in the type
of pool that Bernstein, Mundell, Triffin, and myself have proposed.

So let us get going and discuss the principles of reserve pooling,
but we cannot here discuss the details of pooling. That should be done
by a committee of experts appointed by either the Group of Ten or
the International Monetary Fund. As you recall, the Ossola report was
a committee of the Group of Ten, but I think nowadays it might be
better to have a committee of the International Monetary Fund do this.

I, therefore, am very happy that you, Mr. Chairman, and Congress-
man Widnall are willing to propose that the joint committee ask the
Treasury that this idea be made subject of a study and report by the
IMF.

Finally, we have to get something done about widening the band
for exchange-rate deviations from the par values.
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In the article published this month by the Banca del Lavoro I am
trying to show that the President's program for correcting our pay-
ments deficit is for the birds. It is absolutely useless, or worse than
useless.

I am also trying to make clear that practically all other balance-of-
payments programs that have been discussed will not achieve their
purpose, and that the only policy that would achieve the purpose, de-
flation, would be intolerable. We must not take the deflationary route
to adjustment of the balance of payments. Hence, I submit that a plan
that includes a widening of the present band for exchange-rate devia-
tions from parity would do a very important service to the whole
world-not just to Germany, which could avoid some inflation, not just
to France, which could avoid some deflation, not just to the United
States, which could avoid some embarrassment, but to the whole world,
which at last would get an adjustment mechanism that can work
tolerably well.

Mr. Chairman, I apologize for having taken more time than I had
expected to take.

Chairman REuSs. Thank you, Mr. Machlup.
(The following letter and accompanying statement are included in

the record at the request of Chairman Reuss:)
[The following statement, Inserted at the suggestion of Professor Machiup, was reproduced

in the New York Times with the by-line of Edwin Dale, under the date of Feb. 21,
1966]

FEBRUARY 1966.

The discussion of possible reform of the present system of international pay-
ments has been largely focused on the problem of "international liquidity." More
specifically expressed, the discussion has been focused on the temporary financ-
ing of imbalances through providing additional reserves and borrowing facilities
and on promoting the adjustment process through monetary and fiscal policies.
The no less important issue of exchange rates has received little attention in
official circles. The fact that, as the present statement shows, many professional
economists can agree on a minimum program in that respect, would seem to
demonstrate that there is a promising opportunity here for improving the inter-
national payments system.

Whatever the system of reserves, we believe that more exchange-rate flexibility
is needed than exists under the IMF rules now in effect. It has proved impossible,
under the present rules, for many countries to maintain stable prices and high
employment levels and at the same time to avoid the imposition of more and
more controls on international payments. To achieve these domestic economic
goals simultaneously with equilibrium in external payments requires more leeway
for variations in exchange rates than exists now. This is why we favor two modi-
fications in the IMF rules.

Our first proposal is to widen the limits within which countries are obliged
to keep the gold value of their currencies. This value should be allowed to vary
up to four or five percent on either side of parity, instead of the present one
percent. A spread of eight or ten percent would thus be provided between the
upper and the lower support points. This first reform would render possible day-
to-day fluctuations in exchange rates sufficient to absorb many balance-of-pay-
ments disturbances without disrupting foreign trade and investment. The proposed
system need not be applied to every country without exception; some could be per-
mitted to peg their currency to another country, or groups of countries could agree
to keep the currencies of members of the group fixed in relation to one another.

The second modification we advocate is to allow countries unilaterally to
change the par value of their currencies by no more than one or two percent of the
previous year's par value. This seems at first more restrictive than present
rules, which allow changes up to ten percent without prior approval by the IMF;
yet since the present permissible changes are based not on last year's but on the
originally announced par values which in many cases are now hopelessly out-
of-date, our proposal is, in effect more permissive.
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Our two proposals-to widen the range between the support points and to
allow gradual adjustments of par values-do not go beyond what most proponents
of the Bretton Woods Agreements had in mind. The need for this limited flexibility
of exchange rates was generally recognized at the time, but the provisions that
were formulated have proved impractical and therefore have not been used by
countries even when their exchange rates had become clearly unrealistic.

The undersigned now join in advocating these reforms. While we differ among
ourselves on what each of us considers the ideal set of rules and institutions, all
of us hold that the alterations we propose would constitute a great improvement
over the present situation. We submit that the increased flexibility of exchange
rates under these rules would go far in solving the prolem of adjusting future
imbalances of payments. In addition, some of us believe that this flexibility might
also reduce the demand for foreign reserves and would in this way contribute
to solving the problem of international liquidity.

The alterations of rules which we propose are designed to deal with the long-
run problem of preventing future disequilibria among the industrial countries.
They are not suited for the elimination of large imbalances already in existence,
nor for the problems of many less developed countries which need stronger
medicine:
Wilhelm Bauer, Chairman, Council of Economic Experts, German Federal Re-

public.
Professor Richard E. Caves, Harvard University, Cambridge, Mass.
Professor Alan C. L. Day, London School of Economics and Political Science,

London.
Professor William Fellner, Yale University, New Haven, Conn.
Professor Milton Friedman, University of Chicago. Chicago, Ill.
Professor Herbert Giersch, University of the Saarland, Saarbrficken.
Professor Gottfried Haberler, Harvard University, Cambridge, Mass.
Dr. L. Albert Hahn, Paris.
Professor George N. Halm, Tufts University, Medford, Mass.
Professor Alvin H. Hansen, Harvard University, Cambridge, Mass.
Professor Arnold C. Harberger, University of Chicago, Chicago, Ill.
Professor Hendrik S. Houthakker, Harvard University, Cambridge, Mass.
Bertrand de Jouvenel, S.E.D.E.I.S., Paris.
Professor Harry G. Johnson, University of Chicago, Chicago, Ill.
Professor Friedrich A. Lutz, University of Zurich, Zurich.
Professor Fritz Machlup, Princeton University, Princeton, N.J.
Professor James E. Meade, Christ's College, Cambridge, England.
Professor Allan H. Meltzer, Carnegie Institute of Technology, Pittsburgh, Pa.
Professor Lloyd A. Metzler, University of Chicago, Chicago, Ill.
Professor Fritz W. Meyer, University of Bonn, Bonn.
Professor Tibor Scitovsky, University of California, Berkeley, Calif.
Professor Arthur Smithies, Harvard University, Cambridge. Mass.
Professor Egon Sobmen, University of the Saarland, Saarbrticken.
Professor Ingvar Svennilson, University of Stockholm, Stockholm.
Professor Jan Tinbergen, Netherlands School of Economics, The Hague.
Professor Jaroslav Vanek, Cornell University, Ithaca, N.Y.
Professor Michel Woitrin, University of Louvain, Louvain.

Chairman REuss. The Joint Economic Committee has at many times
in the past made bold to give some advice. Some of it has been taken,
some of it has not. The annual meeting of the International Monetary
Fund offers a real opportunity for the treasurers and central bankers of
the world to do something about the remaining critical problems of
the international monetary system, problems which all of the witnesses
in their statements have designated as relating to the question of ad-
justments and the question of confidence.

I would like to put to the members of the panel the following sce-
nario. Suppose that the Board of Governors of the International Mone-
tary Fund, duly convened in Washington later this month, take the
following action. Suppose, first, they by resolution take note of the
fact that only 10 of the 109 member countries have so far ratified the
special drawing rights proviso, and call on members to accelerate their
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ratification procedures, with the goal of at least completing ratification
by the end ofthis year, 1968.

Suppose, second, that the Board of Governors by resolution commit
all of the IMF members and the IMF itself to abide by the March
17 two-tier gold price system. In conjunction with continued appli-
cation of the March Washington agreement, suppose that the Gover-
nors also provide in the immediate future-say before the end of
1968-some sort of voluntary facility within the IMF whereby member
countries that wanted to could turn in their gold to the Fund at $35
an ounce if the market price, in the judgment of the Managing Direc-
tor, was about to go below that level. Such a provision, it seems to me,
would only represent fairplay. If you are going 'to ask members to
avoid the profitmaking opportunities of selling gold in the present
market at over $35 an ounce, you perhaps also have to do something
for them to prevent losses in the event of a price decline.

Third, suppose that the International Monetary Fund's Board of
Governors by resolution set up a special commission, to work in con-
junction with the Executive Directors and the Managing Director, to
propose the kind of reserve pool which has been discussed by all of you
gentlemen. Such a pool would consolidate the present variety of inter-
national monetary reserves-gold, dollars, and sterling-and replace
them with a single IMF guaranteed reserve unit, whether this be called
a reserve settlement agreement, an international monetary pool or some
other name. The Commission, I suggest, would report back to the Board
of Governors in a year at its next annual meeting in September 1969.

And, fourth, suppose that the Board of Governors set up a similar
commission with a similar timetable, that is, to report back at the next
annual meeting in September 1969, to consider whether the existing
relatively inflexible exchange rate system should not be modestly mod-
ified so as to provide a band in which exchange rates might fluctuate,
let us say, up to 3 percentage points on either side of parity.

In suggesting these four possible resolutions, I have attempted to
concentrate on those immediate problems which, if ignored, might in
the judgment of many of the members of this subcommittee, expose the
world to further crises of the kind that we so narrowly weathered
within recent months.

I now would like to ask each of you gentlemen in turn for your reac-
tion to and comments on this proposal for action by the IMF, both in
terms of whether you agree that initiatives of this type would be in the
interest of world monetary stability and whether you think that per-
haps the agenda needs to 'be augmented.

WVho would like to react first?
Mr. MUNDELL. Let me begin. I think it is important to keep clear the

distinction between the gold margins and the exchange margins. The
gold marings have to do with the fluctuations in the price of a basic in-
ternational asset. But as our exchange system operates, the dollar is the
intervention currency and other countries operate in the exchange
markets relative to the dollar. So we are really dealing with two sepa-
rate problems when we are dealing with the gold margins and the
exchange margins.

As long as the dollar remains the major intervention currency I
think they should be kept completely distinct.

With respect to the gold margins, I do think that it would be a great
contribution, if there was a committee that investigated that, and, in



93

fact, permitted, as a general system, a widening of these gold margins.
With respect to the exchange margins, I think here a lot of technical

problems can arise, and in this respect it may be necessary not to adopt
a general system valid for all countries but to move on a more prag-
matic basis with respect to individual countries.

Now, there are a great many details that are tied up with the ex-
change margins. When I suggested a widening of the Deutsche mark
I am aware of the complications that exist within the Common Market,
and in particular in connection with their agricultural policy. I have
been told, however, that the agricultural policy may break down any-
way and will have to be adjusted one way or the other. If that is so it
makes some approach in the direction of wider margins in the exchange
market easier.

But a great many countries will want to have and maintain almost
zero exchange margins. This is a problem that has not been dealt with
sufficiently at the theoretical level; we have not found adequate criteria
for optional exchange margins in the scientific world. It hasn't been
solved, either, by officials. Of course, there is a general feeling that is
held by many people that we should move to an overall system of freely
flexible exchange rates and that implies no support points at all. But,
some of the bastic theoretical problems associated with a system of
flexible exchange rates have never been solved either and we don't
have a basic theory that tells us in enough detail which countries should
have their exchange rates fluctuating and which countries should keep
their currencies fixed. You could have a system which resulted in
chaos if you allowed countries willy-nilly to adopt their own policies
with respect to exchange rates.

Chairman REuss. Of course, the suggestion made, if I may repeat it,
is, was, simply that the IMF Board of Governors appoint a high level
commission and give it a mandate to come back in a year with its best
judgment not as to whether a system of totally flexible exchange rates
be adopted, but whether the band should be widened over the existing
2 percent. Presumably such a high level commission could report back
that everything was simply splendid with the present system and not
a comma should be changed, or they could come up with a different
system which allowed for exchange rate variations between various
blocks of countries, or they could come out with a recommendation for
a broadened band.

I take it that your disposition on the difficulties involved is not a dis-
agreement with the suggestion that it is time that a high level body of
an official nature be mandated to see if there is not a solution.

Mr. MuNDELL. I think the problems of the gold margins are in-
evitably solved but the problems of exchange problems are not.

But with respect to a committee for study of these things it does not
seem to me appropriate that one should become a victim of the year-
to-year process of the meeting of the Board of Governors. Within the
next year there is probably going to be some exchange rate changes
that take place in the system. I think that is inevitable. You can see
that in the exchange markets and in what I have called in my presenta-
tion here, the international tension index, it plots this out very clearly.
And there are the short-run problems and the long-run problems and
one should probably have one committee that has to come back 1 or 2
years from now, and then another one perhaps 3 years from now, to
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disentangle the long-run movement toward a world central bank from
the shortrun problems of the problems connected with the gold mar-
gins, and the intermediate run problems connected with the revision of
the exchange rate system. It may well be that you need a longrun com-
mittee looking at longrun problems, and a shortrun committee looking
at short-run problems. Intellectual research is far behind in this fielk.

Chairman REuss. Mr. Bernstein?
Mr. BERNSTEIN. I wouldn't want my silence on the statements made

by my colleagues to indicate that I agree with them in their analysis.
They generally have the facts right but these are questions of opinion
as to what is going on and what will happen. I would like to emphasize
that.

Now, first, on your suggestions, Mr. Chairman: I think we ought to
take them in their order of importance. I think the most important
single step now is the rapid ratification of the early activation of the
plan for special drawing rights. I don't think that the lag in ratifica-
tion is greater than we had expected. I think we have made inquiries, I
mean our Government has made inquiries, as to the status of ratifica-
tion, and I think we are satisfied that the progress is about as rapid
as you can get, and that it indicates that early next year the ratification
will be completed. Nevertheless, it might help to stir the members of
the Fund to do that. I regard that as the most important question.

Now, the second most important question, in my opinion, is the
development of some plan along the lines of the reserve settlement
account. I am not sure that all plans are the same. I doubt they are,
but they may all have the same purpose and they may even have much
the same effect.

The reserve settlement account is now very familiar to the Group of
Ten. They have received many papers on this question, with all sorts
of theoretical analyses, practical analyses, and even with accounting
analyses.

My own guess is that about half of the countries in the Group of Ten
are not only familiar with it, but are in favor of it. I think something
like this will be discussed informally at the next annual meeting. But
I see no objection to making it clear to the rest of the world that we
regard the maintenance of the balanced use of all the different reserve
assets, gold, dollars, sterling, and SDR's, too, when they come out, as
essential for the proper functioning of the international monetary
system.

Now, on gold, we have several different proposals and some which
aren't proposals at all, but analyses. Let me see if I can help get this
very realistically.

It becomes realistic the minute you talk about what the IMF can do
and can't do. Unlike Mr. Mundell, but maybe because I have had more
experience with the writing of the Fund agreement, I don't find casual
reading of the Fund agreement as clarifying as he does. I find that it
takes a little more than casual reading.

Without having the articles of agreement before me, therefore, I
would say the following: It is possible for the International Monetary
Fund without amendment to the articles of agreement, to set a band for
the buying and selling of gold by its members. The articles of agree-
ment say the Fund shall set the margin above and below $35 an ounce
which members shall deal in gold and it has changed. It establishes the



95

actual margin in its rules, and it has changed that rule at various times.
I don't think there is any legal provision that would prevent the Fund
from setting a wider band for gold dealings by members.

The problem of what the Fund itself can do is much more com-
plex. The Fund itself is mentioned as a dealer in gold in connection
with a half dozen different types of transaction with members. There
is a provision that the Fund may buy, if it wishes, newly mined gold
from a member when it is offered to it.

There is no obligation, in my opinion, on the Fund to buy it. I am
not passing on the question of whether it would be desirable or not.
There is no obligation, in my opinion. It wasn't intended to be an
obligation, as such. Therefore. no price is stated at which the Fund
should buy newly mined gold from a member. It merely says a member
shall offer it to the Fund when it can with equal advantage.

Chairman REUSS. May I interrupt you at this point because I think
you are making a very crucial point. It is your testimony, Mr. Bern-
stein, that in your judgment the International Monetary Fund is not
legally obligated to buy newly mined gold from any member country?

Mr. BERNSTEIN. Not under the provision which says a member shall
offer newly mined gold to the Fund when it can do so with equal ad-
vantage. The Fund could quote any price it wants for the gold or even
say it doesn't need the gold. This provision, which was just put in as
a sop to the Fund by Keynes, doesn't have any real economic sig-
nificance. As a matter of fact the Fund once told a member "stop offer-
ing us gold for sale," in New York in 'the late 1940's, "because we can't
really offer you a better price than you can get by selling it to the
United States."

If there were a legal obligation on the part of the United States to
buy gold when offered to it by a member, not in connection with the
transactions I am going to mention later, the Fund wouldn't have
said "don't offer it to us." It would have had a standing price quoted
which would have been lower than the New York price of the Federal
Reserve Bank of New York. But it actually told members to stop offer-
ing gold to the Fund because it could not quote a better price than the
Federal Reserve Bank of New York was paying as agent for the U.S.
Treasury.

I think we can set that aside. We can't speak with the same assurance
on other gold transactions of the Fund.

The Fund has certain transactions with a member in gold which
are obligatory. It is not a question whether a member shall offer gold
to the Fund, it is obligatory to pay in gold. A member must pay a cer-
tain proportion of any increase in its quota in gold. A member must
repurchase, repay, reserve credit it got from the Fund in gold and
other eligible currencies. A member of the Fund must pay charges in
gold, unless it is exempt because it has little or no gold holdings. Now,
these transactions must be at $35 an ounce because one of the first
principles of the Fund agreement-and this is explicit-states that
transactions with members shall be at parity. I don't think the Fund
can say "we will only take gold in repurchases at $33 an ounce."

Members have an obligation to take gold from the Fund also. and
that includes the United States, when the Fund needs their curren-
cies for its operations. Whenever the International Monetary Fund
finds that its holdings of a member's currency are inadequate for its
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needs, for extending reserve credit, it can require a member to sell
its currency for gold, and that would be at $35 an ounce.

While I think there would be certain advantages at some time in
the future in our accepting the option of managing the behavior of
the exchange markets in New York to keep exchange rates within
whatever limit the Fund sets, I think we must not exaggerate what
this would mean in excluding the United States from being a buyer
of gold. It it quite true the United States can, if it wishes, accept the
principle of that article IV about keeping stability of the exchange
rates in its own market and not permitting transactions outside these
limits.

The principal method of doing that would be for the United States
to sell foreign exchange when the dollar reaches the lower limit and
to buy foreign exchange when it reaches the upper limit of the range
set by the Fund. Unless the United States is prepared to hold this
foreign exchange indefinitely it must present it for conversion.

Now, I don't think this problem would arise with us now because
our payments deficit is providing foreign central banks with an enor-
mous quantity of dollars. But we could have the problem if we had a
surplus and acquired various currencies, and that might include some
we don't really want, through the management of our exchange
market to prevent transactions outside the limits set by the Fund.

Under article VIII the other country must convert these balances
held by our monetary authorities. They can convert them in dollars
or in gold at their option, and I don't see how we could refuse to take
the gold under article VIII if we gave them the currency, whether it
is francs or lire-which we might want to hold-or Brazilian cruzeiros
which we might not want to hold.

I come down to this proposition: In the order of importance of the
gold question, the two-tier system does not seem to me to be of over-
whelming urgency.

I don't believe that the world is going to be swamped, the monetary
authorities are going to be swamped, with offers of gold at $35 an
ounce. Unlike Professor Machlup, I don't believe that the output of
gold compared to the private consumption has been so large in recent
years.

In 1966 and 1967, but not in 1968, there was a slight decline in South
African output, but that was because new mines weren't opened and
the old ones did produce less. Since 1965, private absorption of gold,
ex what was acquired by speculators-that means normal industrial
uses, including jewelry, and traditional hoarding-absorbed all of the
output of gold. It is true that in 1967 and 1968 the acquisition of gold
from the monetary authorities created a stock of $3 billion acquired
by the speculators, but in my opinion the speculators are holding much
less now.

We have data on the industrial consumption of gold. These data
are reported by 11 countries, collected by their central banks. Accord-
ing to the Swiss banks, and two of them spoke to me about this, these
figures on the industrial absorption of gold are underestimated. I asked
then how the central banks made this error, and they said: "They
didn't ask us." I then asked how they knew what the industrial con-
sumption of gold really was. And they answered: "It is not because
we are agents acting for the speculative buyers and sellers of gold, but
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because we operate big smelting firms on the continent that sell gold
to jewelers in jewelers bars." And they said their estimate is that in-
dustry absorbed close to $1,100 million a year in newly mined gold in
1966-67.

Furthermore, they said: "It is not merely our experience. The same
figures, the same estimates, will come to you if you ask the smelters in
Germany and Italy who provide gold to jewelers." I am not going to
argue whether they are right or wrong about the present consumption
of gold but what I am going to say is this: In a world in which money
incomes are rising at 5 percent or more a year in dollar equivalent, in
a world in which prices of precious metals are rising, it is my opinion
that the private demand for gold at $35 an ounce will rise steadily
and will certainly exceed the production we can expect.

Chairman REuSS. Mr. Bernstein, if I could just interrupt you at
that point.

Mr. BERNsTEIN. Yes.
Chairman REUSS. There seems to be a feeling on the part of central

bankers that if the private price of gold gets too high, heaven knows
where that is, $50, $60 an ounce, wherever it is, the temptation on the
part of central banks to cheat will be irresistible, that they will want
to get in and make a profit. Therefore, it is felt by some, including
myself, that the removal of monetary gold demand from the demand
side of the gold equation is a benevolent thing and will keep the price
of gold from going as high as it otherwise would if there were a
monetary demand. Therefore, it isn't a very good idea to backtrack
on the March 17 Washington Agreement which, by and large, signaled
the speculators of the world and the hoarders and the legitimate gold
users-everybody-that the demand of the authorities for monetary
gold could no longer be counted on as an ingredient in the total de-
mand. Irrespective of who is right on how much industrial demand
there is and how much demand by jewelers, and I can't make a guess
at that, isn't it true that we are a little safer if we keep monetary de-
mand out of the picture?

Mr. BERNSTEIN. I am in favor of the March 17 statement, in favor of
the statements issued by the International Monetary Fund on two
occasions, which is that central banks shall not deal in premium mar-
kets at all.

I think the two-tier system can work very well. I have discussed
this in the paper I submit for the record on the Gold Crisis and the
New Gold Standard. We had a premium price for gold in private
markets as late as 1953, before the London market was opened, and
as high as $50 an ounce at one time. It dropped down to close to $35
an ounce before the London market was opened.

(The following material was submitted by Mr. Bernstein:)
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THE GOLD CRISIS AND THE NEW GOLD STANDARD
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1. FURTHER EVOLUTION OF THE GOLD STANDARD

Crisis and Progress
The international monetary system established at

Bretton Woods in 1944 has been under almost constant
pressure during the past twelve months. The difficulties
had their immediate origin in the inability of the United
Kingdom to restore its balance of payments without
a change in the parity of sterling. The difficulties were
intensified by the large and persistent deficit in the U.S.
balance of payments. The devaluation of sterling on
November 18, 1967, was followed by massive specula-
tion in gold in the London gold market-the gold crisis.
The seven countries in the gold pool undertook to con-
tain this speculation by providing gold out of their
reserves at the ceiling price of $35.20 an ounce. Re-

peated statements of the gold pool could not remove
doubts of their willingness and ability to continue to
supply gold from their reserves on the large scale and
for the indefinite period that would have been necessary
to quench the speculative demand. The gold specula-
tion gathered momentum, and after having supplied
about $3 billion to the London market from mid-
November to mid-March, the central bank governors
representing the gold pool decided to terminate their
intervention in the London gold market and other gold
markets. The London gold market was closed on
March 15, 1968, not to be reopened until April 1. This,
in brief, is the chronicle of the gold crisis which has
at last come to an end.

(99)
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In the midst of these uncertainties, far-reaching meas-
ures were taken to assure the continued strength and
stability of the world economy. The devaluation of
sterling, although it had unfortunate short-run conse-
quences, has made it possible to restore the U.K. balance
of payments. The prospects for the rehabilitation of
sterling have been much improved by the new budget
which will help to eliminate excess demand, stabilize
prices and costs, and free the real resources necessary
for a payments surplus. In the United States, new meas-
ures to limit U.S. foreign direct investment and to re-
duce outstanding bank credits to foreigners were put
into effect on January 1, 1968. These emergency meas-
ures are an essential part of a comprehensive program
to secure a substantial reduction in the U.S. payments
deficit this year. The possibility of slowing down the
fighting in Vietnam, as a consequence of the initiative
of President Johnson, provides additional hope that the
strain on U.S. resources, which is the basic cause of the
payments deficit, will be gradually relieved. The most
important step that the United States can take now to
strengthen the dollar is to reduce the budget deficit
by raising taxes as requested by the Administration.

TI-,e leading industrial countries and the International
Monetary Fund have agreed on major steps that will
provide a strong foundation for a new gold standard.
The most important of these measures is the proposal
for creating a new reserve asset, Special Drawing Rights
(SDRs), to supplement gold and foreign exchange. At

a meeting in Stockholm, March 29-30, 1968, the Group
of Ten gave their approval (with France dissenting)
for the immediate presentation of such an amendment
to the Fund charter. In the meantime, at a meeting in
Washington, March 16-17, 1968, the central bank gov-
ernors representing the gold pool agreed on a new
gold policy isolating private gold markets from the in-
ternational monetary system. In essence, the monetary
gold stock will remain at its present level. Thus, the
growth of monetary reserves in the future will have to
come entirely from the issue of SDRs.

Despite the crisis through which the international
monetary system has passed, it has been a year of
progress. The great industrial countries have accepted
greater responsibility for maintaining an orderly inter-
national monetary system. They have made it possible
to have an adequate growth of monetary reserves in
the future through the creation of a new reserve asset,
SDRs. The logical corollary to SDRs is the policy of
isolating private gold markets from the international
monetary system. Together, these measures have accel-

erated the evolution of a new gold standard better
suited to the needs of the world economy.

Co-operation on a New Gold Standard
The gold crisis revealed the extent to which the sta-

bility of the international monetary system could be
disturbed by the vagaries of gold speculators. In the
United States, the Gold Reserve Act of 1934 recognized
the danger of permitting domestic boarders to deplete
the gold reserves of the monetary system. The danger
is even greater that in a period of temporary weakness
of a major currency, the Bretton Woods system of
fixed parities could be undermined by speculative raids
on the gold reserves of the international monetary
system in the hope of forcing a change in the monetary
price of gold. To prevent this, the gold pool terminated
its intervention in the London market a' d adopted a
new policy that will protect the international monetary
system from gold speculation. At a meeting in Wash-
ington on March 16-17, 1968, the governors of the
central banks of the United States, the United Kingdom,
Belgium, Germany, Italy, the Netherlands, and Switz-
erland (representing the gold pool) stated the new
policy, as follows:

"The Governors believe that henceforth offi-
cially held gold should be used only to effect trans-
fers among monetary authorities, and, therefore,
they decided no longer to supply gold to the London
gold market or any other gold market. Moreover,
as the existing stock of monetary gold is sufficient
in view of the prospective establishment of the
facility for Special Drawing Rights, they no longer
feel it necessary to buy gold from the market.
Finally, they agreed that henceforth they will not
sell gold to monetary authorities to replace gold
sold in private markets."

This new policy will freeze the stock of monetary
gold at about the present level; that is, the gold re-
serves of all countries outside the Communist group and
the gold holdings of the IMF, the BIS, and the Euro-
pean Fund. The new gold policy will assure a solid
foundation of $40 billion of gold to serve as the prin-
cipal reserve in the new gold standard that is now
evolving. With the monetary gold stock frozen at
about the present level, the necessary growth of mone-
tary reserves for an expanding world economy will
have to be met in another way. The great industrial
countries (the Group of Ten) and the IMF decided
that the best way to assure an adequate but not exces-
sive growth of monetary reserves is through the crea-
tion of a new reserve asset.
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A plan for SDRs was submitted to the annual meeting
of the Board of Governors of the IMF at Rio de Janeiro
in September 1967 (see our Review for fourth quarter,
1967). In accordance with a resolution of the Board
of Governors, the Executive Directors of the IMF
prepared an amendment to the Fund charter which
will authorize the issue of SDRs and their allocation
among the 107 member countries. The amendment will
also change the voting requirements for some of the
decisions of the 

T
MF in order to give greater voice

to the European surplus countries and to make sure
that drawings on the IMF in excess of a country's
net creditor position (the gold tranche) will be treated
as reserve credit and submitted to appropriate tests
for reserve credit.

The ministers and central bank governors of the
Group of Ten met in Stockholm on March 29-30, 1968,
to consider a tentative draft of the amendment to the
Fund charter. They reaffirmed their determination to
co-operate in the maintenance of exchange stability and
orderly exchange arrangements based on the present
$35 official price of gold and they agreed that the plan
to establish SDRs will make a very substantial con-
tribution to the strengthening of the international
monetary system. In the next few days, the final text
of the amendment will be mailed to the governors of the
IMF for their approval. When this approval is given
by correspondence, the amendment will be submitted
to member countries for ratification. The ratification
may be completed in 10 to 12 months. Some further
time will be necessary before a decision is taken to
activate the new reserve facility. The French delega-
tion did not associate itself with the parts of the Stock-
holm communique on the maintenance of the present
price of gold and the agreement on SDRs and changes
in the rules and practices of the IMF.

The French Government stated that it wants funda-
mental changes in the international monetary system.
In the opinion of the French Government, the recent
difficulties have their origin in the gold exchange
standard; that is, the use of dollars and sterling as
reserves. The privileged position of dollars and sterling
as reserve currencies, in the French view, tends to en-
courage persistent deficits in the payments of the United
States and the United Kingdom. The French propose,
therefore, that the monetary price of gold be raised sub-
stantially, doubled or more, and that dollars and
sterling no longer be used as reserves, so that monetary
reserves hereafter would consist exclusively of gold
valued at the higher price. Facilities for reserve credit

would be available through the IMF, but under rigorous
conditions.

The French position has no support in the Group of
Ten. An international monetary system cannot be based
on gold if the price of gold is to be responsive to the
same market influences as other metals. The very
essence of the gold standard is that the monetary price
of gold should remain a fixed reference point for the
value of currencies. As for dollars and sterling, it is
not possible to reverse the historical process by which
large amounts of these currencies came to be held as
reserves. Nevertheless, it is not desirable to have any
further growth in the foreign exchange component of
monetary reserves. Thus, with the stock of monetary
gold frozen and foreign exchange reserves fixed at
about the present level, the only source of further
growth of international monetary reserves would be
SDRs. This would greatly simplify the problem of as-
suring an adequate growth of aggregate monetary
reserves.

The plan for the new reserve facility contains a provi-
sion under which a member of the IMF may refuse an
allocation of SDRs (opting out). When the plan is
ratified and activated, it will be possible for France to
decide to opt out of an issue of SDRs. It is doubtful
whether it would be in the interest of France to refuse
an allocation of SDRs in order to insist on gold settle-
ments exclusively when all other great trading countries
will be using SDRs and foreign exchange, as well as
gold, to settle their payments surpluses and deficits.
While it would be unfortunate if France were to dis-
sociate itself from the operations of the new reserve
facility (SDRs), the international monetary system
could function reasonably well despite its abstention.

While France did not associate itself with some parts
of the Stockholm communique, it did subscribe to Para-
graph 6 in which the ministers and governors of the
Group of Ten and Switzerland said that "they intend
to strengthen the close co-operation between govern-
ments as well as between central banks to stabilize
world monetary conditions." The common interest in
the successful functioning of the international monetary
system far outweighs any temporary advantage that
could be achieved in a ciash of national policies. That is
why France will undoubtedly decide to play its full part
in the new gold standard.

The basic principles of this new gold standard are
clear. The Bretton Woods system of fixed parities will
continue unchanged, with the par values of all curren-
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cies defined in terms of gold at the present official price
of $35 an ounce. The private markets for gold will be
isolated from the monetary gold stock. The amount of
gold and foreign exchange reserves will remain fixed at
about their present level, and the growth of monetary
reserves will take place through the issue of SDRs.
Currencies will remain convertible, as they now are,
with gold, foreign exchange, and SDRs all used together

in balance-of-payments settlements. Such a gold stand-
ard is a natural evolution of the international monetary
system in response to the needs of the world economy.
Some of the problems that could arise because of a dif-
ference between the monetary price and the private
market price of gold or because of a preference by some
countries for gold rather than SDRs and dollars are
discussed below.

II. PRIVATE GOLD MARKETS UNDER THE NEW GOLD STANDARD
Premium Gold Prices and the Gold Standard

Under the classical gold standard as it existed prior
to 1914, national currencies were redeemable in gold
coin. As people were free to use gold coin for any
purpose-to export it, hoard it, or melt it-there was
complete equivalence of gold and money at the mint
price. Such an equivalence is not essential under a
modern gold standard. It is true that except for a brief
period, the price of gold in the leading private markets
was about $35 an ounce from November 1953 to
March 1968. But this 15-year stability in private gold
markets was exceptional. From 1940 to 1953, the price
of gold in private markets was always at a premium-
sometimes at a very high premium. Furthermore, from
1961 to 1968, the price of gold in private markets was
kept close to $35 an ounce only by large-scale interven-
tion of the gold pool.

On October 20, 1960, a brief burst of speculation in
gold was touched off by rumors, during the U.S. presi-
dential campaign, of a possible change in U.S. gold
policy. As a consequence, the price of gold in the
London market rose to $40.60 an ounce and then
quickly subsided. Some central banks regarded the
premium price for gold as a serious reflection on the
stability of currencies and therefore a strong encour-
agement to gold speculation. In February 1961, the
gold pool was formed by the central banks of eight
countries (France was in the pool until June 1967) to
keep the price in the London market at not more than
$35.20 an ounce. While sales of the gold pool did not
ordinarily exceed purchases, except for brief periods,
the gold pool had to support the market almost steadily
during the past two years. On March 15, 1968, the
London gold market was closed and the remaining
members of the gold pool agreed to isolate the private
market entirely from the monetary gold stock. This,
in effect, means a two-price system-a fixed monetary
price of $35 an ounce and a fluctuating price in private
gold markets.

There are some who hold the view that a two-price
system for gold is inherently unstable. They fear that
some central banks will sell gold from their reserves at
premium prices. They even see a possibility that some
central banks will act as arbitrageurs, selling gold for
dollars at premium prices and using the proceeds to
buy gold from the U.S. Treasury at $35 an ounce.
These fears are unfounded. A two-price system for gold
is not a novelty. It existed all through World War II
and for eight years after the war. The London market
was not reopened (March 1954) until the premium on
gold had been eliminated several months before.

It may be helpful to analyze the factors that deter-
mine gold prices in private markets. There is a steady
demand for gold for industrial purposes and for hoard-
ing in those areas in which gold is a customary form
of investment for savings. In addition, there is a highly
volatile speculative demand for gold that reflects the
state of confidence in currencies. Until the formation of
the gold pool, changes in the speculative demand for
gold were manifested mainly in higher or lower prices,
subject to the limitation that the price could not fall
much below the monetary value of $35 an ounce. As
would be expected, the price of gold (in U.S. dollars)
was close to the postwar peak in July and August 1949,
just before the devaluation of sterling and other
European currencies. At that time, American smelting
companies quoted an export price of about $50 an
ounce, FOB New York, for foreign gold sold by them
on consignment. Once the European currencies were
devalued, the dollar price of gold for export to private
markets began to fall and by April 1950 it was down to
$38 an ounce, FOB New York. Except for a brief
period at the start of the Korean' war, prices continued
to fall and by November 1953 the premium in private
gold markets, except in the Far East, had virtually
disappeared (Table I). Prices fell and remained at $35
an ounce from 1953 to 1960 because of the greater
confidence in currencies, particularly the European
currencies.
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1. PRICES OF GOLD IN LEADING PRIVATE MARKETS, 1947-58

(U.S. Dollars per Ounce for Bar Gold)

End of Year
or Month London' Zurich- Parist Milant Tangierst Beirutt Hong Kongt

1947 .............. 43.38 52.06
1948 .............. 49.54 47.67 48.76
1949 ................... 46.30 45.04 42.89 41.63 40.18
1950 ................... 43.05 41.37 40.00 40.13 44.47
1951 ................... 38.62 41.38 40.29 38.85 39.00 42.71
1952 ................... 37.31 38.95 38.52 37.50 37.81 40.48

1953-March 37.00 38.20 37.65 37.25 37.53 39.51
June 36.38 37.55 37.04 36.45 36.74 39.20
Sept. 36.10 37.09 36.92 36.25 36.50 38.04
Dec .35.26 35.62 35.83 35.25 35.57 37.25

1954-March .............. 34.99 34.87 35.69 35.46 35.00 35.18 36.97

June ................ 35.09 35.06 35.76 35.42 35.00 35.32 38.25

Sept. ......... 35.08 35.10 35.81 35.52 35.05 35.20 38.20
Dec . ......... 35.04 35.02 35.52 35.69 35.00 35.27 38.22

1955-March . ............. 35.07 35.08 36.02 35.54 35.05 35.26 38.02

June .. .... 35.06 35.05 35.88 35.42 35.00 35.19 38.00

Sept ................. 34.97 34.99 36.07 35.27 35.00 35.23 38.02

Dec .................. 3 498 34.99 35.95 35.49 34.92 35.44 38.04

1956-March .............. 34.98 34.99 36.08 35.13 34.92 35.16 38.29
June ................ 34.99 34.99 35.04 35.55 35.17 38.05

Sept. ................ 35.03 35.04 36.35 35,87 35.28 38.02
Dec .................. 34.92 34.95 36.17 35.76 35.23 37.90

1957-March .............. 34.93 34.91 36.00 35.28 35.11 38.28

June ................ 34.99 35.01 36.25 35.28 35.28 38.32

Sept. ................ 34.95 34.98 36.46 35.63 - 38.42

Dec .................. 35.02 34.98 36.29 35.32 35.05 38.35

1958-March .............. 35.11 35.11 36.32 35.25 35.29 38.33

June ................ 35.09 35.11 36.42 35.34 35.18 38.16

Sept ................. 35.13 35.12 36.51 35.33 35.32 38.34
Dec .................. 35.10 35.11 35.39 35.57 35.27§ 38.29§

Dollar prices computed at the rate of exchange in the official market.

t Dollar prices computed at the rate of exchange in the free (sometimes black) market.
t Prices quoted directly in U.S. dollars.
§ Price at the end of November 1958.
Source: Inernational Financial Statistics, various issues. Data last published in issue of February 1959, p. 18.

After the establishment of the gold pool in February deficit brought another rise in the private absorption

1961, changes in the private demand for gold were of gold to an average of about $1.6 billion in 1965 and

manifested only in larger or smaller quantities of gold 1966. In the last quarter of 1967 and the first quarter

absorbed by hoarders and speculators. The principal of 1968, speculation was on such a scale that about $3

factor affecting changes in the demand for gold was billion must have gone into private uses and holdings

still confidence in currencies, although after 1960 it was in 1967 and a similar amount may go into private hands

confidence in dollars and sterling that was of primary this year. Some of the gold sold in the London market

importance. The private absorption of gold rose to a from mid-November 1967 to mid-March 1968 probably

higher plateau averaging over $1 billion a year from wvent to central banks. By far the larger part went into

1960 to 1964 (Table II). The large U.K. payments speculative holdings which are now enormous.
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II. PRODUCTION, SOVIET SALES AND PRIVATE ABSORPTION OF GOLD, 1958.67
(Million Dollars at $35 an Ounce)

Year or
Quarter

1958
1959
1960

1961
1962
1963
1964
1965

1966, year
Q-I
Q-II
Q-III
Q-IV

1967, year
Q.I
Q-II
Q-III
Q-IV

Gold
Production

1,051
1,127
1,178

1,215
1,300
1,356
1,406
1,440

1.445

360
365
360
360

1.416

355
360
357
344

Russian
Sales

220
250
200

300
215
550
450
550

Increase in
Monetary Stocks

683
746
310

617
357
825
717
208

-51
'29
28

-56
-52

-1,630

-63
-142

-13
-1,412

Difference
Attributed
to Private

Absorptiont

588
631

1,068

898
1,158
1,081
1,139
1,782

1,496
331
337
416
412

3,046
418
502
370

1,756

a Includes gold holdings of IMF, BIS and European Fund, as well as gold reserves of countries not in the Communist group.
t Estimate of private absorption made from gold production plus reported gold sales of Soviet Union less increase in monetarygold stock The estimate of private absorption includes some gold acquired by monetary authorities but not reported in official holdingscompiled by the IMF. In 1966 and 1967, the estimate of private absorption should be revised upward for unreported sales of gold,i, asy by the Soviet Union.

Source: International Financial Statistics, April 1968, p. 15.

Isolation of Private Gold Markets

Premium prices for gold in private markets would
disrupt orderly exchange arrangements and deplete the
gold reserves of the international monetary system if
central banks were permitted to sell gold at premium
prices. In the early postwar period, a number of coun-
tries did sell gold at premium prices in private markets.
This was in violation of the IMF rule that monetary
authorities should not engage in gold transactions that
depart from the official price of $35 an ounce by more
than the prescribed margin. In June 1947, the IMF
issued a formal statement deprecating premium trans-
actions in gold in these terms:

"A primary purpose of the Fund is world ex-
change stability and it is the considered opinion of
the Fund that exchange stability may be under-
mined by continued and increasing external pur-
chases and sales of gold at prices which directly
or indirectly produce exchange transactions at
depreciated rates. From information at its disposal,
the Fund believes that unless discouraged this

practice is likely to become extensive, which would
fundamentally disturb the exchange relationships
among the members of the Fund. Moreover, these
transactions involve a loss to monetary reserves,
since much of the gold goes into private hoards
rather than central holdings. For these reasons,
the Fund strongly deprecates international trans-
actions in gold at premium prices and recommends
that all of its members take effective action to
prevent such transactions in gold with other coun-
tries or with the nationals of other countries."

After the 1949 devaluations and the remarkable
improvement in the European payments position, the
price of gold in private markets fell considerably, so
that there was much less inducement to undertake sales
at premium prices. In September 1951, the IMF ter-
minated its supervision of the gold transactions of its
members but reiterated the principle that sales of gold
at premium prices are contrary to the obligations of
members under the charter of the IMF. The new
statement said:
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"Despite the improvement in the payments
position of many members, sound gold and ex-
change policy of members continues to require that
to the maximum extent practicable, gold should be
held in official reserves rather than go into private
hoards. . . . Accordingly, while the Fund re-
affirms its belief in the economic principles involved
and urges the members to support them, the Fund
leaves to its members the practical operating deci-
sions involved in their implementation, subject to
the provisions of Article IV, Section 2 [on gold
transactions based on par values] and other rele-
vant articles [of the IMF charter]."
The action taken by the gold pool on March 17,

1968, is in harmony with the principles of the IMF.
The members of the gold pool decided not to sell gold
to private markets, regardless of price. This includes
domestic as well as foreign gold markets, and it applies
to the sale of monetary gold for use in the arts and
industry as well as sales for hoarding and speculating.
The gold pool added a new sanction to make this policy
effective. If any country sells gold to the private mar-
ket, it will not be able to replace it by buying gold from
the seven countries in the gold pool. The withdrawal
of the gold pool from the London market has greatly
strengthened the international monetary system. That
is why the IMF endorsed this action in the following
statement:

"During their meeting in Washington over the
past two days, the active members of the gold
pool have decided to stop supplying gold from
monetary reserves to the London gold market or
any other gold market. This decision is readily
understandable as a means of conserving the stock
of monetary gold which has recently been subject
to heavy drains through such operations in the
London market. The decision, of course, involves
no departure from the obligation of these coun-
tries to maintain the par values of their currencies
established with the International Monetary Fund.

"Countries adhering to the Articles of Agree-
ment of the Fund undertake to collaborate with
the Fund to promote exchange stability and to
maintain orderly exchange arrangements with each
other. It is most important that monetary author-
ities of all member countries should continue to
conduct gold transactions consistently with this
undertaking, and that they should cooperate fully
to conserve the stock of monetary gold. Such ac-
tion will be an important contribution to the func-
tioning of the international monetary system."

The members of the gold pool also stated that as
the existing stock of monetary gold is sufficient, in view
of the prospective establishment of the new reserve
facility (SDRs), they no longer feel it necessary to
buy gold from the market. It will, in fact, be generally
helpful to isolate the private market for gold from
the monetary stock of gold. Sudden decreases or in-
creases in the monetary stock of gold, because of official
sales to speculators or purchases from speculators, can-
not be conducive to the orderly growth of monetary
reserves at a regular rate. The logic of the new gold
standard is that the growth of monetary reserves should
come exclusively from the issue of SDRs.

Price Prospects In Private Gold Markets

With the isolation of private gold markets, changes
in the demand for gold will again manifest themselves
mainly in price. Large and sudden changes in the de-
mand for gold can come only from speculators antici-
pating a change in the monetary price. The prospects
have become much less favorable for a change in the
present $35 price of gold. With the termination of sales
to private markets, gold reserves will be conserved for
settlements between monetary authorities. When the
plan for SDRs is activated, adequate monetary reserves
will be available without changing the present monetary
price of gold. The $3 billion of gold sold in the London
market between November 1967 and March 1968 has
created an enormous abnormal supply. These are some
of the factors that have kept the price of gold between
$37 and $38 an ounce since the reopening of the London
gold market on April 1.

Another factor that will affect the price of gold
in the next few months is the policy of South Africa on
gold sales. South Africa may decide to sell all of its
output in the London market at the best price obtain-
able. Alternatively, South Africa may decide to sell
part of its output in the higher-price London market
and part to such monetary authorities as are willing
to buy it at $35 an ounce. If South Africa were in a
truly monopolistic position in supplying gold to the
London market, it could maximize its revenues by sell-
ing a substantial part of its output to the monetary
authorities-in fact, about half of its output, assuming
regularity in the demand curve. Actually, South Africa
is not in a monopolistic position in suppling gold under
present conditions. Not only are there other important
gold producers, including the Soviet Union, but specu-
lators may sell off some of their large gold holding if
the price is kept high. South Africa's policy on gold
sales may be determined more with a view to retaining
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the monetary status of newly-mined gold than to man-
aging the price in private markets.

For the intermediate period, say 1969 and 1970,
the price in private gold markets will be dominated
by confidence in the dollar. If the United States is suc-
cessful in strengthening its balance of payments, the
price of gold may tend to decline during the next year
or two. If, in the meantime, the plan for issuing SDRs
is activated and works reasonably well, speculators may
unload their holdings and force a decline in the price
to $35 an ounce, or possibly less. On the other hand,
if the U.S. payments deficit remains large, so that the
danger of devaluation is not entirely eliminated, specu-
lators may bid up the price to $40 or more. In short,
despite the present technical position, with a large
overhang of gold in the hands of speculators, it is
possible to have renewed speculation and a rise in the
London gold price if confidence in the dollar is not
restored within the next twelve months.

Three or four years from now, assuming that the

international monetary system is working well, the
price of gold in private markets will be determined by
supply and demand conditions, without being much
affected by speculative expectations regarding a change
in the monetary price of gold. Most of the speculative
overhang will have been absorbed and the price in
private markets may be down to $35 an ounce or
possibly less. By then, a growing private demand
for gold for industrial use and for hoarding, stimula-
ted by higher incomes, together with a slower growth
of gold production, due to higher costs, will gradually
change the balance of supply and demand and may
bring about a slow rise in the price of gold in private
markets-say, about 2 per cent a year, depending on
the general price level. Such a moderate upward trend
in the price of gold would nIot induce speculation be-
cause of the very high cost of maintaining a speculative
position. As the international monetary system would
no longer be dependent on additions of gold to mone-
tary reserves, it would be unaffected by the slowly
rising price of gold in private markets.

Ill. GOLD, DOLLARS, AND SPECIAL DRAWING RIGHTS

Equivalence of All Reserve Assets

The new gold standard will have as monetary re-
serves an unchanging amount of gold, about $40 bil-
lion, a fixed fiduciary issue of about $24 billion of
foreign exchange (mainly dollars and sterling), and a
steadily increasing proportion of SDRs. With only
SDRs being added to reserves, growing at a rate of
about $2 billion a year in the initial 5-year period,
it will be possible to have an assured growth of aggre-
gate monetary reserves at a trend rate suited to an ex-
panding world economy. There is a danger, however,
that a traditional preference for gold as reserves, per-
haps intensified by higher prices in private gold mar-
kets, could disrupt the smooth functioning of the new
gold standard.

An international monetary system based on multi-
ple reserve assets cannot operate effectively unless the
different reserve assets are equally attractive to hold
and to use. Otherwise, there is a danger that central
banks will hoard the preferred reserve asset (gold)
and use the other reserve assets (dollars and SDRs)
in international settlements. If such an attitude should
emerge, transfers of SDRs would not have the dis-
ciplinary effect in inducing balance-of-payments ad-
justments that is essential for the proper functioning
of the international monetary system. On the other

hand, transfers of gold, after using up less preferred
reserve assets, could have the effect of signaling an
impending reserve crisis. The only way to avoid such
disruptive behavior is to require countries to use all
of their reserve assets indiscriminately in international
settlements.

This problem has been in the forefront of all dis-
cussions on the creation of a new reserve asset. One
method of avoiding a disruptive preference for gold
would be to link gold and the new reserve asset at a
fixed ratio in all settlements-say, $1 of gold and $1
of the new reserve asset. Such a composite gold stand-
ard could work reasonably well among a limited num-
ber of countries such as the Group of Ten. It could
not be applied effectively when all of the 107 members
of the IMF hold and use the new reserve asset, as
many of the members have a major part of their re-
serves in dollars and sterling. The basic principles
for the indiscriminate use of all reserve assets were
stated by a distinguished French expert in November
1965, when the French Ministry of Finance was urging
the adoption of a new reserve asset in the form of the
CRU (the collective reserve unit). The two princi-
ples can be summarized as follows:

(a) Each deficit country should use its different
reserve assets for settling its deficit in pre-
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cisely the same proportions as it holds these
reserves-gold, dollars or sterling, and the
new reserve asset (SDRs).

(b) Each surplus country should acquire the dif-
ferent reserve assets for settling its surplus in
the average ratios of gold, dollars or sterling,
and the new reserve asset (SDRs) used by all
deficit countries, so that all surplus countries
would acquire the different reserve assets in
the same ratios.

Despite their simplicity, these principles would not
be easy to apply equitably. A country that has a deficit
in Year I and offsets it by an equivalent surplus in
Year II should have no change in the composition of its
reserves. This would not be true with the application of
the principles stated above. Thus, a deficit country hav-
ing a high proportion of gold and a small proportion of
dollars and SDRs would settle its deficit with a large
proportion of gold. The following year, when the same
country has an equivalent surplus, it would receive the
different reserve assets in the ratios in which they are
used by all deficit countries. This could involve a much
smaller proportion of gold than it paid out in the previ-
ous year. Similarly, countries that have a surplus in the
earlier years, when the amount of SDRs outstanding is
small, would normally receive a larger part of their
settlement in gold. Countries that have a surplus in the
later years, when the amount of SDRs outstanding is
large, would normally receive a smaller part of their
settlement in gold. These fortuitous changes in the com-
position of a country's reserves could be avoided by
having settlements adjusted to a cumulative surplus and
deficit basis.

Settlements In the SDR Plan

The outline of the plan for Special Drawing Rights,
as given in the Rio resolution, recognizes that countries
do not in fact regard all reserve assets as equally attrac-
tive and it therefore requires participating countries to
use and to hold SDRs and other reserve assets on an
equitable basis. The provision that participating coun-
tries will not be required to hold SDRs in excess of
three times their cumulative allocations (i.e., net acqui-
sition of twice their allocations) recognizes that there
will be a preference for gold and possibly other reserve
assets instead of SDRs, at least in the earlier years of
the operation of the plan. A number of specific pro-
visions of the plan are designed to make sure that par-
ticipating countries use other reserve assets along with
SDRs in an appropriate manner.

The outline of the plan for Special Drawing Rights
states that except under the guidance of the IMF, "a
participant will be expected to use its SDRs only for
balance-of-payments needs or in the light of develop-
ments in its total reserves and not for the sole purpose
of changing the composition of its reserves." Without
such a provision, countries would be able to use their
SDRs, directly or indirectly, to acquire dollars and then
use the dollars for conversion into gold. They could do
this, for example, by paying out SDRs when they have
a deficit and by acquiring dollars (and gold) when they
have a surplus. The right to use SDRs, as well as gold,
to maintain the convertibility of the dollar is an impor-
tant safeguard against such practices.

To prevent one-sided use of SDRs in the settlement
of deficits, participating countries will be required to
reconstitute their position in SDRs in accordance with
rules and regulations that will be prescribed by the IMF.
At the end of the first five years of the operation of the
plan, the average net use of SDRs by a participant is
not to exceed 70 per cent of its average net cumulative
allocations during this period. If a participating coun-
try has used a larger average proportion of SDRs, it
can be required to reconstitute its holdings of SDRs by
transfers of other reserves for SDRs under the guidance
of the IMF. Participating countries will have to "pay
due regard to the desirability of pursuing over time a
balanced relationship between their holdings of SDRs
and other reserves," presumably by using them to-
gether in appropriate ratios in balance-of-payments
settlements.

The principal means that the IMF will have to assure
the use of all reserve assets in appropriate ratios for
balance-of-payments settlements is through the selec-
tion of the countries to which SDRs will be offered in
exchange for a currency that is convertible in fact.
Normally, currencies will be acquired for SDRs from
countries that have a strong payments and reserve
position. It would be possible, however, for the IMF
to guide SDRs to a country with a strong reserve posi-
tion, even if it has a moderate payments deficit, pro-
vided it had surpluses in the past. In selecting countries
to which SDRs should be transferred, the "primary
criterion will be to seek to approach over time equality
among the participants [with a cumulative balance-of-
payments surplus or a strong reserve position] . . . in
the ratios of their holdings of SDRs, or such holdings
in excess of net cumulative allocations thereof, to total
reserves."

These two tests are not the same. By one test, equality
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in the ratios of holdings of SDRs to total reserves, all
countries in a strong reserve position would harmonize
the composition of their reserves, or at least the ratio
of SDRs (whether allocated or earned) to their other
reserves. By the other test, all countries with a cumula-
tive surplus would apparently acquire SDRs in excess
of their cumulative allocations in the same proportion
to their total reserves. It would probably be better to
require all surplus countries to acquire the same pro-
portion of SDRs and other reserve assets in settlement
of their cumulative balance-of-payments surpluses. This
would result in the pro rata accumulation of all reserve
assets by surplus countries in the ratios in which they
are used by deficit countries.

Whatever the precise criteria the IMF will ultimately
apply on the use and holding of SDRs, it will be difficult
to assure appropriate use of all reserve assets, so as to
avoid a disruptive preference for gold over dollars and
SDRs. The changes that would occur in the composition
of the reserves of surplus and deficit countries through
international settlements could not, in the first instance,
be in accord with the criteria of the IMF, except under
the most fortuitous circumstances. The attempt to estab-
lish the appropriate composition of reserves through
guided transfers would require endless shuffling of
SDRs and other reserve assets among surplus and
deficit countries. Such guided transfers would underline
the strong preference of central banks for some reserve
assets; that is, gold.

Reserve Settlement Account

The transfer of reserves by deficit countries and their
acquisition by surplus countries must be based on prin-
ciples that define the appropriate use of all reserve
assets in international settlements. It is unnecessary,
however, to establish an elaborate system of guidance,
adjustment, or reconstitution for this purpose. The
objectives could be achieved very simply if the partici-
pating countries were tc place all of their reserve assets
in a single account with the IMF. When this account
is drawn down by deficit countries, it would involve
the proportionate use of their different reserve assets
pro rata on a cumulative basis. And when this account
is built up by surplus countries, it would involve the
acquisition of different reserve assets in the same pro-
portions by all surplus countries on a cumulative basis.

The countries participating in the plan would deposit
their gold, dollars and other foreign exchange reserves,
and SDRs (at each successive allocation) in a Reserve
Settlement Account in the IMF. The deposits would

be denominated in a Reserve Unit (RU) equal to one
U.S. dollar with a guaranteed gold value. A country
depositing $500 million of gold, $200 million of U.S.
dollars, and $100 million of SDRs (in successive allo-
cations) would receive a deposit credit of 800 million
RUs. And a country depositing $200 million of gold,
$500 million of U.S. dollars, and $100 million of SDRs
would also receive a deposit credit of 800 million RUs.
Thus, in setting up the Reserve Settlement Account, no
distinction would be made between the different reserve
assets that members deposit.

The gold deposited by a participating country with
the Reserve Settlement Account in return for RUs
would not have to be transferred physically from its
present place of safekeeping. Instead, it would be ear-
marked in the name of the Reserve Settlement Account.
This would not only save the cost of physical movement
of the gold, but it would have the additional convenience
of retaining the gold at centers convenient to the de-
positing country which, in fact, would have a rever-
sionary right to the gold.

The dollars, sterling, and other foreign exchange de-
posited with the Reserve Settlement Account would
have to be transferred to the account, although a coun-
try would retain a reversionary right to the foreign
exchange it deposited. In general, a member would
deposit all of its foreign exchange reserves, except
agreed working balances. In order to avoid a growth
of foreign exchange reserves outside the Reserve Set-
tlement Account, members would not be permitted to
accumulate excessive working balances. Thus, further
acquisition of dollars or sterling by a member would
have to be presented for conversion in Reserve Units.
In effect, the present amount of foreign exchange re-
serves woud become a fixed fiduciary issue that could
not be increased in the future. Provision could be made,
however, for retirement of some of the dollars and ster-
ling from time to time and their, replacement with
special issues of SDRs when the United States or the
United Kingdom has a large surplus in its balance of
payments. The foreign exchange deposited in the Re-
serve Settlement Account would be guaranteed in terms
of gold and invested in special securities paying a mod-
erate rate of interest-say, 3 per cent a year.

Similarly, when the new plan is activated and SDRs
are issued, the successive allocations to members will
be made by crediting them with an equivalent deposit
in the Reserve Settlement Account. The growth of
aggregate monetary reserves at a steady but moderate
rate hereafter would come from the regular issues of
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SDRs. This is so because there would be no further
increase in the monetary gold stock and the amount of
foreign exchange reserves would be fixed when the
Reserve Settlement Account is established.

A deficit country requiring a currency for interven-
tion in the exchange market would acquire it by con-
verting RUs into that currency. And a surplus country
acquiring a currency through intervention in the
exchange market would have that currency converted
into RUs. In practice, only RUs would be used in inter-
national settlements. The drawing down of its RU
account by a deficit country would thus involve the
pro rata use of its reserve assets (gold, dollars or ster-
ling, and SDRs) in the proportions in which they were
deposited by that country in the Reserve Settlement
Account. Similarly, the building up of its RU account
by a surplus country would involve the acquisition of a
claim on gold, dollars or sterling, and SDRs in the
proportions that they compose of the deposits of the
deficit countries, so that all surplus countries would
acquire the same proportion of these different reserve
assets. Furthermore, settlements in RUs would involve
automatic adjustments on a cumulative basis.

The operation of such a system can be seen by cal-
culating the final settlement when a country withdraws
from the Reserve Settlement Account. Suppose that a
deficit country withdraws. Its cumulative deficit is
shown by the difference between its balance in Reserve
Units and the sum of its deposits-the original gold
deposit, the original foreign exchange deposit, and the
sum of its successive allotments of SDRs deposited in
the Reserve Settlement Account (Table 11).

The cumulative deficit of this country is $100 million
-20 per cent of its deposits. On withdrawal from the
Reserve Settlement Account, the country would be en-

titled to the return of 80 per cent of its original deposit
of gold ($120 million), foreign exchange ($200 million),
and successive allocations of SDRs ($80 million). Thus,
its cumulative deficit of $100 million would be settled
pro rata in the different reserve assets it deposited in
the Reserve Settlement Account; that is, by $30 million
of gold, $50 million of foreign exchange, and $20 million
of SDRs. The liquidation of the SDRs would be gov-
erned by the amendment setting up the Special Drawing
Account and is not of particular concern for this prob-
lem.

The settlement with a surplus country would involve
a somewhat different calculation. Suppose that a coun-
try that withdraws has a cumulative surplus of $200 mil-
lion. It is then entitled to the return of its original de-
posit of gold, foreign exchange, and successive alloca-
tions of SDRs. In addition, it would receive $200 million
in gold, foreign exchange, and SDRs in the proportions
that these reserve assets would have had to be used by
the cumulative deficit countries, calculated as shown
in Table IV. At the time of the withdrawal of the
surplus country, the deficit countries are assumed to
have cumulative deficits totaling $1 billion for which
they would be obligated to settle with $480 million of
gold, $335 million of foreign exchange, and $185 million
of SDRs. The withdrawing country with a surplus of
$200 million would receive in settlement one fifth of the
reserve assets that the deficit countries would have had
to use in settlement.

Advantages of a Reserve Settlement Account
A Reserve Settlement Account would facilitate the

functioning of the international monetary system with
its multiple reserve assets. It would concentrate the
gold reserves of all participating countries, thus assuring
the isolation of the monetary gold stock from private

111. CUMULATIVE DEFICIT OF A PARTICIPATING COUNTRY IN RESERVE SETTLEMENT ACCOUNT

(Million Dollars or RUs)

BALANCE

From deposits ................... 500

Transfers to the country ............ 120

Transfers from the country .......... -220

Final balance ................... 400

Cumulative deficit ................. 100

DEnPOsrs

Gold ............................ 150

Foreign exchange ......... ......... 250

SDRs (Ist allocation) ....... ....... 25
(2nd allocation) ....... ....... 25
(3rd allocation) .............. 25
(4th allocation) .............. 25

Total deposits ............. 50........ 5

20-156 0 -68 -8
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IV. SETTLEMENT WITH A CUMULATIVE SURPLUS COUNTRY IN RESERVE SETTLEMENT ACCOUNT
(Million Dollars)

DEPOSITS OF DEFICIT COUNTRIES

Country A: Deposits .......................
Gold ........................
Foreign exchange ............
SDRs .......................

Country B: Deposits .......................
Gold .......................
Foreign exchange .............
SDRs .......................

Country C: Deposits .......................
Gold ........................
Foreign exchange .............
SDRs .......................

Country D: Deposits .......................
Gold ........................
Foreign exchange .............
SDRs ........................

SETTLEMENT OF SURPLUS *

Country S: Surplus ........................
Gold ........................
Foreign exchange .............
SDRs .......................

500
250
150
100

1,000
400
400
200

1,200
800
100
300

800
300
400
100

200
96
67
37

IMPUTED SETTLEMENTS OF DEFICIT COUNTRIES

Country A: Deficit ......................... 100
Gold ......... ............... 50
Foreign exchange ..... ........ 30
SDRs ......... .............. 20

Country B: Deficit ........... .............. 200
Gold ........................ 80
Foreign exchange ............. 80
SDRs ......... .............. 40

Country C: Deficit ......................... 300
Gold ......... ............... 200
Foreign exchange ..... ........ 25
SDRs ......... .............. 75

Country D: Deficit ......................... 400
Gold ......... ............... 150
Foreign exchange ...... ....... 200
SDRs ....................... 50

ALL DEFICIT COUNTRIES *

Total deficits ....... 1,000
Gold ... ............ 480
Foreign exchange ......... ...... 335
SDRs .... ........... 185

* Settlement with surplus country is one fifth of the gold, foreign exchange, and SDRs in imputed settleents of all deficitcountries.

gold markets. The deposit of dollars and sterling in the
Reserve Settlement Account would prevent the con-
tinued accumulation of reserves in this form, obviate
the risk of massive conversion of these currencies into
gold in a time of crisis, and facilitate their gradual
liquidation and replacement by SDRs under appropriate
conditions. The present foreign exchange reserves
would thus become a fixed fiduciary issue in the inter-
national monetary system. The assets held by the
Reserve Settlement Account would be either gold or
gold-guaranteed (foreign exchange and SDRs). The
Reserve Settlement Account would earn interest on its
foreign exchange holdings and on SDRs. It would,
therefore, be in a position to pay interest to participating
countries on their imputed holdings of foreign exchange
and SDRs.

The operations of a Reserve Settlement Account
would be in complete harmony with the principles

stated in the outline of the plan for Special Drawing
Rights. It would assure the use of all reserve assets in
international settlements in a manner equitable to all
countries, whether they have a surplus or deficit. The
Reserve Settlement Account would obviate the need
for guidance, adjustments, and reconstitution of holdings
in the administration of the Special Drawing Account.
With such a system, no participating country would
have any reason for limiting its acquisition of SDRs
to any multiple of its cumulative allocations. Thus, the
SDRs would, in fact, be a reserve asset without quali-
fications of any kind as to their use in international
settlements-on precisely the same basis as gold, dollars,
and sterling. This is of basic importance in an inter-
national monetary system in which the growth of
reserves in the future will come exclusively from new
issues of SDRs. For this reason, the establishment of
a Reserve Settlement Account is an essential step in
the evolution of the new gold standard.
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Mr. BERNsTEIN. We had no great trouble at the International Mone-
tary Fund in excluding central banks from selling in that market, the
exception of course being the South Africans, acting as an agent for
their Chamber of Mines.

But the two-tier system did not disrupt the international monetary
system or cause any difficulty. I don't believe the price of gold is going
to go much higher than it is now at any time in the next few years. I
don't believe it is going to fall to $35 an ounce but I may be 100 percent
mistaken.

The reason I don't believe the price is going to go above $40 an ounce
is the big overhang in the market. This overhang amounted to maybe
$3 billion, and there may be something more than this $3 billion. The
Swiss commercial banks, as you know, are legally entitled to hold gold
in their reserves, and they were very large holders of gold before the
great speculation began in 1967. They are entitled under their own
laws, to replace this gold with Swiss francs in their reserves. So they
have a large amount of gold that could be sold.

The South African Reserve Bank hasn't been selling all of its
output in the market, in the private market, since the beginning of the
year. They accumulated more gold in the first quarter even than in the
second. That proves to me that the overhang has not been very much
diminshed, but that it has shifted from the hands of the speculators to
the Chamber of Mines. The South Africans cannot continue to build up
their holdings of gold this way. They will have to sell them to meet
their own international payments. It is their most important export
product. They have had a good balance of payments from capital
flows. They have been selling gold shares to the rest of the world at
prices that quite properly have been categorized by Fritz Machiup as
unbelievably excessive.

This capital flow will stop; the South Africans will have to use their
gold. But in the meantime what has happened is this: The private
market, including the industrial users, have been getting the gold they
need, they have been getting it because there have been speculators
satisfied with the short period profit, and they have been selling it off,
so that the private speculative holdings have been reduced this year,
but the newly mined gold has been going into what I would call an
official overhang held by the Chamber of Mines.

I have done my own analysis of the prospects for gold supply in the
future, and I do not believe that the official estimates of the Chamber
of Mines of South Africa are realistic. They conclude that if they don't
open new mines, the output will drop by about one-third in the next
7 years. That may be true about production from existing mines; but
I believe they are going to open new mines. They opened two new
mines this year and gold production in South Africa will rise in 1968.
It is true that gold production outside of South Africa is very much
less than it was before the war. But I expect South African production
to increase, as it has, with occasional interruption, since 1947. The
increase in world production of gold outside the Soviet Union, how-
ever, will probably not be at a great rate, maybe on the order of 1 or
2 percent a year.

I have said I do not expect to see much change in the price of gold in
private markets. Prices are not likely to fall, because new supply will
increase less than demand if incomes keep rising by 5 percent or more
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a year. Nor do I expect the gold price to fall when South Africa starts
marketing its gold, as it will have to.

The sophisticated speculators know that the overhang of gold has
merely shifted from them to South Africa. If they thought the sale
by South Africa would bring the price down, the sophisticated ones
would have been out of the market by now.

Of course, some may have gone out. As I indicated, I think that
private speculative holdings may have dropped by about $400 million
so far this year, matched by the increase in the holdings of South
Africa which will have to be sold at some stage. If the speculators
thought that at some time South Africa's sale would bring this price
way down you could be sure they would be out by now. They don't buy
gold without an eye to what the price of gold will be.

My own feeling is that we are really in a period of stability within
the present range of the private price of gold, somewhere between $37
and $42 an ounce.

The only thing that could raise the price above $42 an ounce in the
next 5 years is a continued fear about the future of the dollar. I think
that if our balance of payments gets better, if the SDR's are activated,
if the reserve settlement account especially is set up, the price could
go down. I think the chances of the price going below $37 are slim
but there is a chance. I wouldn't rule it out.

On the other hand, I know of nothing except a complete loss of con-
fidence in the dollar that is going to bring the price of gold in private
markets in the next 2 years above this $42 price. But if you think of
the long run, then I am afraid we are going to have a slow but steady
rise in the price of gold simply because incomes will keep rising, the
price of gold will continue to look cheap relative to other metals, and
it does seem to me that even the hoarding demand will go up rather
than down with silver being displaced by gold in India and other
places. I don't have this great confidence that the price of gold would
fall to $30 an ounce.

I will tell you a little incident. In January 1967 the Chamber of
Mines of South Africa financed a conference of economists in Bologna,
sponsored by the Johns Hopkins University.

I took part in this conference with a number of American and foreign
economists. Triffin was there and Milton Gilbert of the BIS. Milton
Gilbert and I had a little discussion, this was in January 1967, on what
we thought the price of gold would be then on the assumption that the
central banks stopped buying gold but didn't sell gold. If the central
banks decide to dishoard their gold a's they dishoarded silver, say, in
the 1870's, there is no telling what would happen. But on the assump-
tion that all of the new production would have been absorbed by pri-
vate demand, Milton Gilbert thought at that time that the price might
settle at about $30 an ounce.

My feeling is that in the meantime we have learned more about the
private demand for gold. It is much greater than I had thought then.
And while I haven't changed my mind about the slow but continued
growth of output of gold, despite what the South Africans said at this
meeting, I am of the opinion that private demand will outrun supply
at $35 an ounce. That is why I believe that the price is not likely to go
below $37.
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Now, we can do an awful lot of fussing with central banks and with
the International Monetary Fund about what to do about gold. In my
opinion this is a secondary question, and I would deal with all gold
questions primarily to make sure that gold policies do not interfere
with the evolution of the international monetary system into a com-
posite gold standard operated through a reserve settlement account.

I don't care whether a half billion of gold is sold to the Interna-
tional Monetary Fund in the next year or two by South Africa. It
doesn't make much difference one way or the other. But I care a lot
whether the European central banks are willing to see a system in
which their gold, their dollars, their sterling, and their special draw-
ing rights, when they are issued, are put into a single account in return
for composite reserve units which would then be the sole transfer-
able reserve.

Now, I come to the question that Fritz and Bob Mundell men-
tioned, the widening of the band around parities in which exchange
rates would be allowed to move.

First, the International Monetary Fund staff is, of course, studying
this question. It is studying this question with the complete approval
of the monetary authorities including those who say they will never
have wider bands.

So that while you might want to ask the Board of Governors to
ask the International Monetary Fund to make a study and even
a ppoint a high-level working committee equivalent to the Ossola
Committee, I think that, in fact, the day-to-day work is being done
right now.

It is possible that a wider band would help minimize fluctuations
in the balance of payments. I don't altogether like the way Fritz
Machlup speaks of the need for a wider band in order to avoid defla-
tion m correcting our balance of payments as it is now. I myself feel
that if we just stopped inflating, the balance of payments would im-
prove a good deal.

I don't believe that the adjustment process has really worked badly
in the postwar period. I personally believe that Germany, Italy, and
the United States, from 1959 to 1964, achieved an unbelievable im-
provement in our trade balance. This without deflation.

But it does seem to me that if you are going to inflate relative to
the others your trade balance will go down.

Now, inflation which is chronic for everybody is going to be uneven.
So the question is how do you in fact under such a system perhaps
moderate the imbalances of payments that might come, and there I
can see how a somewhat wider band might be useful for dealing with
short-period fluctuations, while retaining the basic principle of fixed
parities that can be changed from time to time.

My feeling is if I were setting up such a system, I would follow
Fritz instead of Bob, but I am going to give Bob a consolation prize.
I would set up the rule that any country s currency may move within
5 percent of the agreed parity. But any country that wishes could
limit the exchange rate fluctuation within a narrower range, say,
1 percent of parity, where it thinks the wider range would lead to
speculation that could move the exchange rate to the 5-percent limit,
even if the payments position did not require it. I would be perfectly
willing to let these countries keep the range for their exchange at
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1 percent. But I would not forbid any country from accepting the rule
that its currency could go to 6 percent of the parity on either side.

We could even do something more with the band, but it would
require some further thinking through. I would make the dollar
unique in this system. And here is how I would make it unique, not
by exempting it, but I would permit the range to be measured as not
more than 5 percent from an agreed currency announced by the mem-
ber. So that any country could say it will allow its exchange rate to
move within a range of 5 percent from its dollar parity. This would,
in fact, allow a little more freedom, because if the mark can appreciate
by 5 percent from the dollar, and sterling or the franc can depreciate
by 5 percent from the dollar, we might have a little broader range for
fluctuations of rates for currencies, other than the dollar, relative
to each other.

Chairman REuss. You are talking about 5 percent either way, a total
of 10 percent?

Mr. BERNSTEIN. Yes, 5 percent either way from parity with the pro-
vision that a country can announce that its test for this movement shall
be the exchange rate with some currency they will specify. Most coun-
tries, if not all, would specify the dollar.

Now, I am not trying to argue in favor of this at all. As I have
already said, I disagree with the proposition that the adjustment proc-
ess hasn't worked. It hasn't worked well enough to offset the inflation
in the United States. But then the plain fact of the matter is that there
is no way to offset inflation, steady inflation, if you have fixed ex-
change rates; and beyond that, a steady inflation in the United States
must either tend to become the inflation for the world or we can't
have a system of fixed exchange rates. This is a very unhappy con-
clusion but it is one I came to some years ago. I submit for the record
a paper I wrote 2 years ago, "The Bases for International Monetary
Stability."

(The paper referred to follows:)
THE BASES FOR INTERNATIONAL MONETARY STABILITY

(By Edward M. Bernstein)

Monetary stability and economic policy
This generation has seen a revolution in the objectives of economic policy.

Until 1931, it could reasonably be said that the primary objective of economic
policy, at least among the large trading countries, was the maintenance of the
gold value of the currency. The monetary authorities were also concerned with
minimizing cyclical fluctuations in production and employment, and this had the
effect of moderating short-term movements in prices. But this aspect of monetary
policy was distinctly subordinate to the primary objective of maintaining the
gold value of the currency. The great depression shifted the emphasis to the use
of all instruments of economic policy, fiscal as well as monetary, to attain a high
level of employment. The postwar period has added another dimension to the
objectives of economic policy-accelerated economic growth.

This is not to say that most countries are indifferent to the importance of
monetary stability. It is universally recognized that inflation is a serious social
and economic evil. Nevertheless, when there is said to be a conflct between
monetary stability and other objectives of economic policy, the choice is in
favor of maintaining high levels of employment and economic growth, although
even on this there have been some notable exceptions. In most instances, the
supposed conflict is imaginary. If economic policy were properly conceived and
promptly implemented, there would seldom be a conflict between monetary stabil-
ity and other objectives of economic policy, for monetary stability is conducive
to high levels of employment and to sustained economic growth.
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Perhaps the best evidence of the revolutionary change that has taken place
in the objectives of economic policy can be found in the stated purposes of the
two most important pieces of legislation affecting U.S. economic policy in the
postwar period. The purpose of the Employment Act of 1946 is "to promote maxi-
mum employment, production, and purchasing power." These goals are to be at-
tained within the framework of a free competitive enterprise system and by
means consistent with other national needs, obligations, and objectives. Nowhere
is there explicit reference to the problem of inflation. The Council of Economic
Advisers has repeatedly emphasized that stability of prices and costs is essential
to the achievement of a high level of employment and to the restoration of the
balance of payments. But monetary stability is, for all this, a means and not an
ultimate objective of economic policy.

The purposes of the International Monetary Fund show the same pointed
omission of monetary stability, at least in the sense of price stability. Article
I(ii) of the statutes of the IMF states that one of its purposes is "to facilitate
the expansion and balanced growth of international trade, and to contribute
thereby to the promotion and maintenance of high levels of employment and
real income and to the development of the productive resources of all members
as primary objectives of economic policy." The IMF is also intended "to promote
exchange stability, to maintain orderly exchange arrangements among members,
and to avoid competitive exchange depreciation." The VNIF is, of course, aware
of the strategic importance of prices and costs in maintaining stability of ex-
change rates. Nevertheless, the omission of specific reference to stability of prices
and costs in the Articles of Agreement is a reminder of its subordinate position
in the objective of the IMF as conceived by its founding fathers.
Gold 8tandard and monetary stability

There are some people who believe that the only way to have monetary stabil-
ity is through the gold standard; and they argue that the inflationary drift
characteristic of our times is the result of abandoning the old-fashioned gold
standard. In fact, the gold standard evolved as the basis for national monetary
systems in the 19th century without particular consideration for its suitability
for maintaining price stability. It is true that the shift from bimetalism to gold
after the 1870's was partly due to the fear that the sudden increase in the sup-
ply of silver would result in an inflation of prices. But the more practical con-
sideration was that in a world with a growing preference for gold over silver,
the bimetallic countries would find themselves drained of gold and swamped with
silver. This would have undermined the system of fixed exchange rates which
was accepted by the great trading countries as of preeminent importance.

Whatever the reasons for the universal adoption of the gold standard, it neces-
sitated a pattern of economic behavior that could be rationalized as conducive
to monetary stability. The concept of monetary stability is generally regarded
as embracing stability of exchange rates and stability of prices. Obviously, if
all countries buy and sell gold at a fixed price, exchange rates cannot fluctuate
by more than the cost of shipping gold from one country to another. But the gold
standard was regarded not only as a means of assuring stability in the external
value of the currency (i.e., exchange rates), but in its internal value (prices) as
well. It is in this latter respect that the gold standard failed to meet the needs
of the modern world, particularly as any conflict between the external and in-
ternal stability of the value of money was necessarily and invariably resolved in
favor of the former.

The classical gold standard involved a close tie between the supply of money
and gold. In its purest sense (say, as embodied in the Bank Act of 1844 in
England), the gold standard was intended to compel a change in the supply of
money, when there was an inflow or outflow of gold, precisely equivalent to what
would have occurred if the currency consisted exclusively of gold coin. This was
to be accomplished by having a fixed fiduciary issue of bank notes. any amount
above the fixed fiduciary issue requiring backing of 100 per cent gold. In other
countries, the link between the money supply and gold was somewhat more
flexible, the usual method being to require a gold reserve of stated proportions-
35, 40, or 50 per cent-against the issue of notes and in some instances against
other liabilities (deposits) of the central bank. This did result in a close, al-
though not necessarily rigid, tie between the supply of money and the gold re-
serves of central banks.

Such a system was believed to give short-period stability in the internal value
of money (prices) through the operations of the international payments mech-
anism. For example, in a country in which incomes expanded and prices rose,
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there would be a resultant increase in imports relative to exports, the balance
of payments would become adverse, the exchange rate for the currency would
fall, and gold would flow out to the countries with a payments surplus. The out-
flow of gold would necessitate a contraction of the money supply and in business
activity in the countries with a payments deficit, and the inflow of gold would
result in an expansion of the money supply and in business activity in the coun-
tries with a payments surplus. If the response of the money supply to the balance
of payments, and of the economy to the money supply, were prompt in the deficit
and surplus countries, a moderate rise or fall of prices and income would quickly
restore the balance of payments. Thus, the alternation of balance of payments
surpluses and deficits would prevent an excessive expansion or contraction of
the money supply in any country and a large rise or fall in prices, at least rela-
tive to the general level of prices that prevailed in other large trading countries.

Whatever may be said about the effectiveness of gold flows in adjusting the
balance of payments and in limiting short-period fluctuations in prices, it could
not prevent long-sustained inflationary and deflationary trends in the price level,
and it gave no assurance against occasional breakdowns that resulted in mone-
tary crises. Furthermore, the gold standard could not and did not prevent an
enormous inflation in time of war or the destructive deflation that inevitably
came after a great war. The view that the old-fashioned gold standard brought
an era of monetary stability, in the sense of price stability, is an illusion result-
ing from the distorted perspective of distance and a natural reaction to the in-
effectiveness of the present international monetary system in preventing a
steady and seemingly endless inflationary drift.

If we may believe the data, the U.S. wholesale price index was about the same
in 1796 and in 1926, the terminal years of a period of 130 years. But within this
period, prices rose and fell considerably for many years at a stretch, with inter-
mittent monetary crises that brought the economy close to disaster. For example,
from 1896 to 1920, U.S. wholesale prices rose more than threefold; and from 1920
to 1932, U.S. wholesale prices fell by more than half. And even then, the fall in
prices and the world-wide depression were terminated only by breaking the ex-
isting tie between gold and money in every country in the world. It may be said
that the more extreme movements in prices were the result of war inflation and
postwar deflation; but there were long periods of peace in which prices rose and
fell by 25 to 50 percent in the course of 20 or 25 years. The rise in prices from
1897 to 1913 (50 percent) was at about the same rate as the inflationary drift
in most countries since 1950.

The gold standard could not provide a mechanism that would avoid an upward
or downward drift of prices for relatively long periods. Under the gold standard,
the growth of the money supply was dependent on the production of gold, its
world-wide distribution through international payments, and its absorption in
national monetary systems. By its nature, the production of gold each year could
not precisely match the needs of the world economy. At times, with new gold
discoveries, the growth in monetary gold stocks, and in the money supply of the
great trading countries, was far greater than was required for maintaining sta-
bility of prices. And at times, when gold production rose too slowly, the growth
in monetary gold stocks, and in the money supply of the great trading countries,
was far less than was required for maintaining stability of prices. The inflation
and deflation from 1815 to 1914, a century of relative peace in Europe, were not
the result of monetary policy, but of the accidents of gold discoveries and gold
production.

The view that we can somehow solve the problem of inflation by returning to
the old-fashioned gold standard-that is, through the rigorous limitation of the
money supply by the amount of gold reserves-is no more than a wish. The aver-
age rate of growth in the world's stock of monetary gold in recent years would
not be enough to provide a token gold base for even a nominal increase in the
money supply of the Group of Ten, even without adding to the gold reserves of
other countries. To restore the old-fashioned gold standard today would be to
invite a drastic deflation. And to those who fear inflation so much as to regard
deflation as a welcome change, it should be pointed out that in this age of sci-
entific miracles there can be no assurance that the production of gold may not
increase to inflationary levels within a decade or two. Those who advocate the
restoration of the gold standard want this to be preceded by a rise of 50 per cent
or 100 per cent in the price of gold. But such a large and sudden increase in the
value of existing gold stocks would compound the risks of inflation.

If we are to have monetary stability in the world economy, it will not come
from a return to the gold standard, but from cooperative efforts on the part of
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the great trading countries to establish an International monetary system that
would exert strong pressures to avoid inflation and deflation. The bases for such
an international monetary system already exist, although it is necessary to rec-
ognize them and to make them effective. The conditions for international mone-
tary stability may be summarized as follows:

(a) A strong and well-balanced pattern of international payments;
(b) Stability in the U.S. index of wholesale prices;
(c) Balance of payments adjustment without inflationary or deflationary

bias;
(d) An adequate but not excessive growth of monetary reserves.

Pattern of international payment8
It is a remarkable fact that the monetary authorities are much more alert to

the threat of instability of the exchange rate than to price and cost inflation. In
the 20 years since the end of the war, there has been an almost uninterrupted
inflationary drift in Europe and North America. The monetary authorities of
these large industrial countries have been disturbed by the steady rise of prices
and costs. But they have not been disturbed enough to take forceful measures to
stop the steady erosion in the value of money. On the other hand, the danger to
sterling implicit in the serious balance of payments deficit has finally led to de-
termined measures to halt the inflation in the United Kingdom. The stability of
prices and costs in the United States from 1958 to 1964 was due at least as much
to concern about the balance of payments and the international position of the
dollar as to the more basic problem of stability of prices.

The emphasis on stability of the exchange rate rather than on stability of
prices and costs is difficult to explain. In part, it is a holdover from gold stand-
ard concepts. Somehow, people believe that if the exchange rate is maintained,
If the gold parity remains unchanged, the currency can be regarded as stable. In
fact, of course, stability of the exchange rate may mean no more than that the
rate of inflation in one country is about the same as the average rate of inflation
in other large trading countries. The monetary authorities may console them-
selves that their country is doing no worse than other countries in holding down
the inflation of prices and costs if it does not have a balance of payments prob-
lem. Unfortunately, that is not enough to assure stability of the price level, even
if it is enough to maintain the foreign exchange value of the currency.

The importance that is still attached to stability of exchange rates can be a
powerful force for inducing countries to avoid an inflation of prices and costs,
at least at such a rate as to impair their competitive position in world trade. Thus,
if all of the great trading countries were to maintain a well-balanced pattern
of international payments, they would exert at least a limited degree of mutual
discipline to compel each other to stay in step on prices and costs. Obviously, in
such a system, the behavior of the balance of payments of the United States is
of preeminent importance. This is partly because of the magnitude of the U.S.
economy, partly because of the role of the dollar as the pragmatic standard for
all currencies. For most countries, the test of the success of their monetary pol-
icy is the achievement of stability in their exchange rates with respect to the
dollar.

The role of the dollar in the world economy is so great that no country can
find an acceptable alternative to maintaining a close link to it, that is, an exchange
rate that is stable in terms of the dollar. There have been a very few instanees-
only three in recent years-in which countries have appreciated the value of
their currencies relative to the dollar in order to minimize the inflationary effect
of rising prices in the United States or the expansionary effect of a payments
surplus arising from the U.S. deficit. The appreciation of a currency in terms
of the dollar inevitably creates competitive difficulties for their exports that
countries would prefer to avoid. In the absence of very critical conditions few
countries would decide to appreciate their currencies in terms of the dollar.
Between the choice of stable exchange rates, relative to the dollar, and stable
prices, nearly all countries would ordinarily feel impelled to choose stable
exchange rates.

This does not mean that countries would be willing to accumulate dollars
as reserves to an indefinite extent or to submit to constant inflationary pressures
merely to retain an historical parity with the dollar. Some countries, no doubt,
would opt to remain with the dollar under any conditions. But others, and they
include some of the largest trading countries, might decide that they cannot risk
the subordination of the management of their monetary policy so completely
to the uncertainties created by a U.S. balance of payments that remains indefl-
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nitely in deficit. A chronic deficit in the U.S. balance of payments, particularly if
it were accompanied by price inflation, would be one of the very critical condi-
tions that could undermine the role of the dollar as a reserve currency and as the
pragmatic standard for stable exchange rates. That is why the world monetary
environment depends so much on the success of the United States in maintaining
a strong balance of payments and stable prices and costs.

The United States is aware of the importance of eliminating its payments
deficit. In this, it made remarkable progress between 1959 and 1964. This adjust-
ment was halted by the tremendous increase in domestic expenditures resulting
from the Vietnam war and the investment boom. It is unfortunate that because
of inflated home demand, the U.S. surplus on goods and services fell from $8.5
billion in 1964 to $7.0 billion in 1965 and has been running at an annual rate of
about $6.3 billion in the first half of 1966. But while the U.S. surplus on goods and
services declined drastically, U.S. private capital outflow was very much reduced
from $6.5 billion in 1964 to $3.7 billion in 1965 through a tight credit policy
and through guidelines on bank lending and private investment. There is no
doubt that if effective measures were taken to eliminate the excess demand
and to halt the rise in prices, the U.S. trade position would be quickly restored
and with it the U.S. balance of payments.

Despite the large and prolonged deficit, the U.S. balance of payments is not
as bad as is generally assumed. Unfortunately, the usual method of presenting
the U.S. balance of payments grossly exaggerates the deficit. The liquidity
definition of the U.S. deficit includes as part of the settlement items the increase
in foreign private holdings of dollars without offsetting them by the increase
in U.S. banking claims against foreign governments, foreign banks and foreign
companies. By this definition, the deficit of the United States averaged $2.3
billion a year from 1963 to 1965. The alternative definition, which means the
deficit by official reserve transactions (the change in gold and foreign exchange
assets, dollar liabilities to foreign central banks, and net position in the IMF)
shows an average of $1.6 billion a year during the past three years. The reserve
transactions definition of the deficit recognizes that foreign private holdings of
dollars are necessary for the business of the world economy, just as U.S. banking
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claims and other credits are necessary for international trade and finance. Be-cause private claims and credits are treated symmetrically, net reserve trans-actions are a better method of measuring the U.S. payments deficit. In fact, themonetary expansion in other countries caused by the U.S. payments deficit isequal to the reserves that foreign central banks acquire, including their netclaims on the IMF. The investments that their banks and companies make inliquid dollar assets actually prevent an expansion in their domestic money supply.The only means of creating an environment of international monetary stabilityis a strong pattern of international payments. That is one in which all of thegreat trading countries would balance their payments on an average of goodand bad years, with cyclical fluctuations in surpluses and deficits limited to thatlevel which assures a return to balance when the conjuncture changes. For theUnited States that would mean a zero deficit, on a reserve transactions basis,measured by a moving average of four or five years, and a surplus or deficitwithin this period ranging from about plus $1.5 billion to about minus $1.5billion. Such a balance of payments for the United States would requiremonetary discipline in this country and it would compel monetary discipline inother countries that want to maintain the dollar exchange rate for their
currencies.
Prsce and cost stability in the United States

While a strong balance of payments in the United States is the sine qua non ofan orderly international monetary system, it is not of itself sufficient to assureinternational monetary stability. Even a well-balanced pattern of internationalpayments may be accompanied by creeping inflation all over the world. Ifthere is to be international monetary stability, it is also necessary to havestability of the index of wholesale prices in all of the great trading countries.
Although it may be difficult for governors of central banks and for ministersof finance to follow rigorous fiscal and credit policies solely on the groundsthat it is necessary to avoid inflation, they may succeed in getting support
for preventing a rise in prices and costs on the grounds that this is essential
for maintaining stable exchange rates. But this will be true only if the UnitedStates, whose currency provides the pragmatic standard for exchange ratestability, succeeds in avoiding inflation. The blunt fact is that inflation in theUnited States will mean world-wide inflation; and price stability in the United
States is indispensable to international monetary stability.

There are many countries highly dependent on exports and imports that doa very large proportion of their trade with the United States. For thesecountries, prices in the United States become embodied in their domestic price
level through the prices of export and import goods. But even countries that
do only a moderate amount of trade with the United States find that U.S. export
and import prices set a competitive standard that affects their price behavior.
The fact is that when prices are rising in the United States, producers in other
countries find that the compulsion to hold down their own prices is very
much weaker and the environment for raising their own. prices is very much
more favorable. And when prices are stable in the United States, producers
in other countries know they must hold down their own prices or risk the
loss of their markets at home and abroad. In this sense, stability of prices in
the United States exerts a disciplinary influence on prices in all other countries.

When wholesale prices of domestically produced industrial goods and labor
costs per unit of output in manufacturing are stable in the United States, any
country that allows its prices and costs to rise will find that its trade balance
will be impaired. This is evident in the rise of the trade surplus of the United
States from less than $1 billion in 1959 to $6.7 billion in 1964. The only
reason that this did not put greater pressure on European countries to take
similar action to stabilize their prices and costs is that the large outflow of
private capital and U.S. Government grants, credits and other expenditures
prevented the great rise in the trade surplus from converting the U.S. payments
deficit into a payments surplus. Once the U.S. balance of payments is restored,
there is no doubt that the stability of prices and costs in the United States
will compel other large trading countries to maintain a similar degree of price
and cost stability.

Nor need there be any doubt that the United States can and will maintain
stability of prices and costs. The long-run history of the United States is one
of monetary stability, not inflation. Except in periods of war, wholesale prices
in the United States have been remarkable stable-more stable than in any
other country with the possible exception of Switzerland. Although wholesale



120

prices in the United States in the postwar period rose until 1957, this was
mainly the consequence of the activation of the excess liquidity built up during
the great depression and the war. Once this excess liquidity was eliminated,
the inflationary pressure on prices was removed and the United States had
the greatest record of price stability, from 1957 to 1964, in its entire history.
No country in Europe has been so successful in stabilizing prices. Unfortunately,
the emergence of excess demand in 1965 and 1966 has brought a renewed rise
in prices. Even so, the rise has been much less than in other large industrial
countries. Nevertheless, with its payments problem, the United States cannot
risk the impairment of its competitive position through a further rise in prices
and costs.

Fortunately, the inflation of the past 18 months has not as yet become embodied
in the cost structure. From 1951 to 1958, average hourly earnings in manufac-
turing in the United States increased more than the increase in output per
man-hour. As a consequence, the labor cost of producing a unit of manufactured
goods rose. Since 1958, however, average hourly earnings in manufacturing
have increased somewhat less than the increase in output per man-hour. The
United States is almost unique in having maintained complete stability of the
labor cost per unit of output in manufacturing over the entire period from
1958 to August 1966. That stability is now threatened by inflated domestic
demand. The United States has been slow in. taking measures to protect
the price and cost stability it has so successfully achieved in recent years.
Now that it has begun to act, it may be expected that it will take whatever
fiscal and credit measures are necessary to halt the inflation of prices and costs.

The entire financial world recognizes the central role of the United States in
world monetary stability. The monetary authorities of every country, and there
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need be no exception to this sweeping statement, know that their own task
of maintaining monetary stability will be much less difficult if the United
States maintains a strong balance of payments and stable prices and costs.
Other countries have manifested great patience and tolerance on the U.S. pay-
ments problem, although not without considerable apprehension. The United
States must recognize its own responsibility for International monetary sta-
bility. The basic problem Is to prevent any further rise in prices. Once that is
achieved, we may be confident that when the present boom arising from fixed
business investment and the war costs in Vietnam is over, the U.S. payments
deficit will be quickly eliminated.

| 3. WAGES, PRODUCTIVITY AND LABOR
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Balance-of-payrnent8 adjustment
In a dynamic world, no country can maintain its balance of payments in equi-

librium at all times. Inevitably, there will be a payments surplus when its own
economy is expanding less rapidly than that of other countries and a deficit
when its own economy is expanding more rapidly than that of other countries.
In fact, the payments surplus or deficit can be a very helpful means of avoiding
an excessive cyclical expansion of recession and of minimizing the domestic price
effects of cyclical movements of production, prices and costs. The essential point
is that the payments surplus or deficit must be kept within the limits that will
permit a restoration of equilibrium within the course of a cycle.

The process of adjustment requires the adoption of policies by the surplus and
deficit countries to facilitate the restoration of a balanced pattern of interna-
tional payments. In order to maintain international monetary stability, the
process of adjustment should have neither an inflationary nor a deflationary
bias. By its nature, the international payments system will exert pressure on the
surplus and deficit countries to restore a balanced pattern of international pay-
ments. A balance of payments surplus and deficit increases the domestic money
supply of the surplus country and decreases the domestic money supply of the
deficit country. If domestic policy does not fully offset these changes in the money
supply, there will be a tendency for monetary expansion in the surplus countries
and for monetary contraction in the deficit countries.

The preliminary discussions on the Bretton Woods system were very much
concerned with the adjustment of the balance of payments and its relation to
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world monetary stability. In the plan for an International Clearing Union, Lord
Keynes proposed that the responsibility for adjusting a persistent imbalance In
international payments should be shared by surplus and deficit countries. He
believed that the existing system involved a deflationary bias. That was because
deficit countries were impelled, by the depletion of their reserves, to take cor-
rective action by restrictive measures, while surplus countries could neutralize
the expansionary effects of their balance of payments. This analysis reflected the
philosophy of the great depression and it was a generalization based on the large
U.S. payments surplus of the 1930's. In fact, the asymmetry of the adjustment
process is not one between surplus and deficit countries, but between larger
countries and smaller countries, and particularly between the United States and
other countries.

The attitude of the United States on adjustment was that a surplus country
could not be asked to accept an obligation to restore a balanced pattern of inter-
national payments by expanding its own economy without regard to the condi-
tions that led to deficits. If the imbalance were caused by persistent inflation
in the deficit countries, the surplus countries could not be expected to induce
an equal degree of inflation merely to restore the payments of the deficit coun-
tries. Such a principle would mean that the price level throughout the world
would be determined by the countries with the most inflation. It would give inter-
national sanction to a steady and uninterrupted inflation throughout the world.

To reject the principle that a surplus country must expand its economy until
a balanced pattern of international payments has been restored is not the same
as saying that surplus countries have no responsibility for adjustment. But if
they maintain a high level of employment, if they do not impose restrictions on
imports, and if they encourage the outflow of capital, they have done all that
can be reasonably expected of them. The responsibility thereafter is on the
deficit countries to restore their balance of payments by appropriate means.
If the deficit is caused by inflated demand, then the elimination of the excess
demand may be sufficient to restore the balance of payments. And if its competi-
tive position has been permanently impaired by an inflated level of prices and
costs, then the deficit country may have to devalue its currency in order to absorb
the inflation of the past, and it must protect its competitive position by avoiding
inflation in the future. That is the principle adopted at Bretton Woods and it is
the only principle consistent with international monetary stability.

The Industrial countries have for some years been studying how the adjust-
ment process can be improved. Working Party No. 3 of the OECD has just issued
a very useful report on its deliberations. The Report points out that the most
important step in improving the adjustment process is early detection of an
emerging balance of payments problem. A country that acts promptly to eliminate
a payments deficit, before its competitive position has become impaired, may
find that it can quickly improve its trade position. This has been the experience
in a number of countries with a payments deficit-Italy, Japan, and more re-
cently Germany. In the United States, the surplus on goods and services was
increased from $150 million in 1959 to $8.5 billion in 1964, simply by holding
down prices and costs while the economy continued to grow at a very rapid rate.

Where the payments deficit is due to an enormous outflow of capital for long-
term investment, the adjustment is very difficult. Some forms of foreign invest-
ment, particularly direct investment, may not be readily responsive to credit
restraints. Although more direct measures may be necessary to limit such capital
outflow, an appropriate credit policy would be helpful in holding down capital
outflow. The United States, which has this problem in acute form, would have
a considerable payments surplus if it could combine its 1964 goods and services
account with its 1965 capital account. Allowing for the special problem of the
United States with capital outflow, it is not unreasonable to say that the adjust-
ment process is actually working reasonably well.

It would be useful to have general rules to guide surplus and deficit countries
on their responsibilities. In fact, however, because each surplus country and
each deficit country will have domestic problems of its own, they may find dif-
ficulty in applying general rules to their own case. Nevertheless, international
cooperation can be helpful in getting that combination of fiscal, credit and
exchange rate policies that would permit adjustment of the pattern of inter-
national payments without imposing serious deflation on the deficit country and
without generating inflation in the world economy.
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Adequate grownth of monetarV reserves
The last condition for international monetary stability is an adequate but not

excessive growth of monetary reserves. An excessive growth of monetary reserves
would give an inflationary bias to the world economy; an inadequate growth of
monetary reserves would give a deflationary bias to the world economy. On the
other hand, if monetary reserves were to grow at about the same rate as interna-
tional trade and payments-that is, enough to meet payments deficits without un-
duly hastening or delaying the restoration of a balanced pattern of payments-
there would be sufficient monetary reserves, if properly distributed, to induce
international monetary stability.

An inadequate growth of monetary reserves could lead to deflation in several
ways. In the first place, as the great trading countries would not be able to add
to their reserves at the desired rate, even if the pattern of international payments
were well-balanced, some of them might try to acquire a larger share of the
smaller increment of reserves through excessively cautious fiscal and credit
policies. This would hold down world trade and investment, disrupt the
pattern of international payments, and compel other countries to follow de-
flationary policies in order to protect their own reserves or to have any increase
In reserves.

In the second place, if the growth of monetary reserves were at an inadequate
rate, the aggregate reserves held by the great trading countries would be too small
for meeting normal fluctuations in the balance of payments, without seriously
depleting the reserves of deficit countries. Under such conditions, the payments
deficits that countires would be able to tolerate would be sharply reduced, and
countries would be compelled to take harsh measures to avoid the emergency
of a payments deficit or to terminate it very quickly when it does emerge. Even
credits from the IMF would be not enough to provide countries with the "op-
portunity to correct maladjustments in their balance of payments without resort-
ing to measures destructive of national or international prosperity." Indeed, if
aggregate monetary reserves were too small and their growth grossly inade-
quate, many countries would be unwilling to undertake the obligation to main-
tain fixed parities.

On the other hand, an excessive rate of growth of monetary reserves is certain
to impart an inflationary bias to the international monetary system. Although
the tie between the money supply and reserves is much looser than it was in the
past, so that the growth of reserves need not manifest itself in a proportionate in-
crease of the money supply, the mechanism of international payments would in-
evitably lead to monetary expansion. That is because with very much larger
reserves, deficit countries could unduly delay the restoration of their balance of
payments. This would pose an inflationary threat -to both the deficit countries
and the surplus countries. In the deficit countries, the delay in taking corrective
action would permit an inflated demand to continue longer with greater likelihood
of its being permanently embodied in a higher level of prices and costs. In the
surplus countries, the continuation of payments surpluses for an unduly long
period would necessitate the accumulation of unwanted monetary reserves ac-
quired by expanding the domestic money supply. The task of maintaining a dis-
ciplined monetary policy and of avoiding inflation would become very much
more difficult for the surplus countries.

There has never been a satisfactory system of providing monetary reserves
for an expanding world economy. Under the gold standard, the growth of mone-
tary reserves was dependent on the accidents of gold discoveries and gold produc-
tion. In fact, the world suffered from alternate periods of gold inflation and gold
deflation. Under the gold exchange standard, the situation was in some respects
better and in others worse. At a time when the reserve currency countries, par-
ticularly the United States, had a payments surplus, aggregate monetary re-
serves actually decreased. In 1946 and 1947, for example, the dollar holdings of
foreign central banks and Treasuries fell by over $2.3 billion. On the other
hand, from 1958 to 1965, the dollar holdings of foreign central banks and Treas-
uries increased by over $5.2 billion. Thus, the growth of reserves under the gold
exchange standard is to a very large extent an accident of the U.S. balance of
payments.

In the present system, monetary reserves consist of gold, dollars, sterling and
other foreign exchange, and net creditor positions in the IMF. The growth of
gold reserves over the past 15 years has averaged about $500 million a year. There

I Articlee of Agreement of the International Monetary Fund, I(v).
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has been no Increase in reserves in the form of sterling in this entire period.
While there has been a large increase in foreign official holdings of dollars, the
growth of reserves in this form will come to an end when the U.S. balance of
payments is restored. Net creditor positions in the IMF are, in a real sense,
reserves at the disposal of creditor countries; but they are matched by equal
obligations of the deficit countries. They must repay these credits to the IMF in
three to five years and when they are repaid, aggregate reserves decrease. The
fact is that under the present system, with a balanced pattern of international
payments, the growth of reserves would be about $500 million a year, all in gold,
that is, less than 1 per cent of aggregate reserves. With this rate of growth in
monetary reserves, a balanced pattern of international payments would inevitably
lead to world-wide deflation.

To assure an adequate but not excessive growth of monetary reserves in the
future, It is necessary to supplement the present system of reserves in the
from of gold, -dollars and other foreign exchange, with a new reserve asset. This
reserve asset could be backed by the currencies of the great trading countries
and be administered by the IMF. The amount of reserves to be created annually
should be determined for a period of five years ahead by an appropriate growth
trend of reserves, rather than by the needs of individual deficit countries for
reserve credit or of developing countries for development finance. The new re-
serve assets created should be distributed equitably among all countries and
should be used along with gold and dollars in the settlement of international
payments. With such a reserve system, reserves would grow at an appropriate
rate, countries could hold adequate but not excessive reserves, and the adjust-
ment of payments deficit and surpluses would take place with deliberate speed-
not so fast as to necessitate harsh deflationary measures in the deficit countries,
not so slow as to result in the spread of inflation to the surplus countries.
Coordination of domestic poZicie8

Even if the conditions for international monetary stability were actually ful-
filled, this would not insulate a country from inflation unless its own policies
were conducive to monetary stability. In a very real sense, therefore, the pre-
condition for monetary stability is to have national policies that avoid a rise
in the wholesale price index of domestically produced industrial goods and that
limit the rise in wages and other labor compensation to the trend increase of
productivity in the export industries-essentially in manufacturing. For this
purpose, guideposts can be useful, but they must be made effective through fiscal
and credit policies in which the trend growth of aggregate demand is properly
related to the trend growth of real output (allowing for the normal secular rise
in consumer prices relative to wholesale prices) and in which even cyclical ex-
pansion does not result in such a rise in the wholesale price index of industrial
goods and of wages as to bring about a permanently higher level of prices and
costs.

All that the conditions for international monetary stability can do, if they
are realized, is to assure countries that if they follow appropriate national
policies, monetary stability will not be upset by the international monetary
environment. This environment is created by the combined effects of national
policies in all of the great trading countries, and particularly in the United
States. Because there is an international interest in the national policies of
the great trading countries, it is desirable that they cooperate in securing com-
plementary policies conducive to international monetary stability. This process
has already been begun through international surveillance. The practical sig-
nificance of this new form of international monetary cooperation will become
evident only with experience. It is, however, a great step forward to have the
great trading countries recognize their common responsibility in coordinating
their national policies and in creating a stable international monetary environ-
ment.

Mr. BERNSTEIN. So, Mr. Chairman, you now have my order of
importance of the issues we have before us. The most important is
the prompt activation of the SDR's. The second is study and formula-
tion of a system for the balanced use of all reserve assets; I prefer to
call it the composite gold standard.

The third important question is to remove the whole question of
private holdings of gold from the international monetary system. My
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feeling is that this will work itself out pragmatically. There is no
great danger from this, in my opinion. The world lived very well
with a two-tier gold market from 1940 to 1953 under worse conditions
than the present. I know of no reason for thinking that the inter-
national monetary system is going to break down with a two-tier
market at $42 an ounce when it functioned quite well with a private
price of $50 or $53 an ounce in dollars; I am not talking about prices
in other currencies, but in dollars.

Chairman REUSS. Just that I may be clear on this, your testimony
is that you would be relaxed on the gold price provided that there
is done what you have regarded as an essential; namely, the setting
up of some sort of reserve agreement?

Mr. BERNSTEIN. That is right, sir.
Chairman REUSS. You do need that to reduce the swelling, do you

not?
2Mr. BERNSTEIN. I think the great advantage of a composite gold

standard is not so much that countries will violate the principles of the
March statement, but that they would have a preference for gold
which would make them run down their dollars and their sterling.
We recognize this problem with the SDR's, and that is why the SDR
plan has so many rules for supervision, for guidance, for designation,
for reconstitution. In my opinion, it would be far better to have an
automatically operating system such as the reserve settlement account.

It would almost be without any supervision. You hold and transfer
reserves in the form of a composite reserve unit. That brings about the
automatic use of all reserve assets which is just what the Fund is trying
to do with all of these guidance provisions.

Now, I think the problem of the private gold market is going to
settle itself. We do need a stronger balance of payments in the United
States. We have to get it without deflation. I hope we will have a
little more strength in the German economy. I don't believe the Ger-
man economy is expanding anywhere near as much as it should. I
believe their wages are not high enough for productivity and are not
rising as much as the increase in productivity; and I think their in-
terest rates are too high and monetary policy is too stringent still for
their international position and for their savings.

Now, these things will work themselves out. it will be a great help
if we have less inflation and the Germans have more expansion. But I
don't think we are in any grave danger of being upset by the private
gold market. I would not raise an issue that compels countries to act
contrary to their preferences or prejudices as long as we are having no
disturbance from the private gold market.

When there is a disturbance it will be time enough for the IMF,
that has plenty of power on this, to state what it thinks is necessary.
It has done it in the past, and it can do it again.

Now, on the question of a wider band, I do agree that it would
be useful to have a study. I think there are many technical questions
to be considered. I think the study should not have any limitations as
to what kind of wider band we want. Let the experts think it all
through.

Chairman REUSS. Thank you.
Now, would you address yourself to the four pillars of wisdom?
Mr. MAcHLUP. Gladly.

20-I 5G-6-9
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First of all, I would like to thank my friend Bernstein for pulling
his punches on points where he disagreed with me. After all, we all
have the same purpose of clarifying the issues and, if we interpret the
statistical information sometimes differently, this is no reason to be-
come unfriendly.

We have always managed to remain very good friends.
Perhaps I may make one brief comment about his forecast of pri-

vaite gold consumption. When he spoke about the Swiss banker who
told him about the private demand, about the purchases for gold for
jewelry purposes, he may have forgotten to ask that banker whether
these processors of gold were putting all this gold into jewelry for
sale this year or whether they were perhaps acting like intelligent
businessmen, increasing their inventories when they believe the price
will rise.

Mr. BER.NsTEIN. I did ask the question. I even looked into inventories
in the United States. But I did ask the question.

TMr. fAcIIL-p. Good.
The point is that if purchases of gold for jewelry rose, say, to $750

million last year, I would guess that a third of these purchases was
for piling up inventories, and not for immediate processing for jewelry
for sale. Therefore, the estimate of the "vast" increase of consumption
is, I submit, exaggerated.

Also, I believe that the income elasticity of demand for jewelry
cannot be quite as high to explain the large increases in purchases and,
hence, there was a strong speculative motive in the demand that we
need not project into the future.

Therefore, I conclude that Bernstein's estimate at the Bologna meet-
ing to the effect that the price would more likely be $30 than $35 if
monetary authorities neither bought nor sold, was probably correct and
need not be revised. I mention this merely so that the record would be
clear on this question.

I wholeheartedly agree with your proposals, Mr. Chairman, on all
four points to be passed on to the International Monetary Fund: faster
ratification of the SDR plan, the ideas about reserve pooling, the ideas
about the gold-price margin, and the ideas about the margin for ex-
change-rate fluctuations.

I would not be satisfied to learn that the International Monetarv
Fund is studying these things. Of course, there are always a fewv
people on the staff of the Fund who are studying all sorts of things.
That is not what we want. To get results, we need an official study
with findings to be made public before the next annual meeting. It is
not enough to have some people on the staff studying the problems,
engaging in informal day-to-day studies. Wanted is an inquiry by
a committee that will make an official report within a specified period
of time.

Further, it is not sufficient if this committee tells us what is and what
is not possible within the Articles of Agreement. Articles of Agreement
can be changed; indeed, we have just ratified an amendment and hope
that it will soon come into effect. If the inquiry were merely to show
that the Fund may or may not buy or accept gold, may or may not pay
less than the fixed price for gold, all this under the present Articles,
such findings would not be sufficient. We want to know what would be
desirable even if it should call for another change in the Articles of
Agreement.
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Regarding the proposal for a wider band of exchange-rate fluctua-
tions, the present Articles of Agreement permit a margin of 2 percent,
that is, 1 percent up and 1 percent down. Practically no member of the
Fund makes use of this permission; they have set narrower limits for
themselves. In other words, a permissible margin is not a prescribed
margin. Hence, if Professor Mundell has said that he would not want
a wider band for all countries, this is really not very relevant.

What we seek is a permission of 4 or 5 percent up and down, and
we leave it then to each country whether it wishes to make use of it
or not. Even with a permissible fluctuation of 5 percent up and down,
a nation may decide to let its exchange rate move only three-fourths
of a percent up and three-fourths of a percent down, just as most
countries do today.

Incidentally, it may be worth noting that the Swiss now use a wider
band than the Monetary Fund permits. This is sometimes given as a
reason-not, I believe, a strong reason-for the Swiss not to join the
Fund; the real reason has to do with their neutrality and other mat-
ters. But if the Swiss can use a wider band than the 2 percent, there
is really no reason to be squeamish about the proposal for widening
the band. It would help a great deal if there were a general permis-
sion for havinii a wider band. It would help very much in remedying
the present balance-of-payments situation of the United States.

Not that I disagree with Bernstein about the inflation in the United
States being the chief cause for the present difficulties. But, I would
say, if we were able to stop inflating faster than other nations, we
would probably narrow the present gap in our payments by about 50
percent, but we would not completely close it. This is the reason why
we should resort to the use of a wider band of exchange-rate deviation
from parity. It would help us restore balance in international pay-
ments.

Mr. Chairman, I conclude with an endorsement of your proposals
on all counts.

Chairman REuss. Thank you.
Senator Proxmire?
Senator PROXMIRE. Professor Machlup, you said earlier that the

international balance-of-payments program of the administration is,
as you put it, for the birds, and I am wondering what you include in
that program? Do you include, for example, the fiscal action which
the administration felt was a very important part of it, that is the tax
increase and the spending cut? Do you include the agreement which
the Secretary of the Treasurv reached at Rio and in Sweden on SDR's?
Would you exclude that part of it and if you excluded it, why? Why
do you zero in on the rest of it and why do you call the whole thing
for the birds?

Mr. TVAoimuP. Well, Mr. Chairman, what has been called the Pres-
ident's balance-of-payments program, which was announced in Janu-
ary 1968, was a program of four or five points that had to do with
direct investment by large corporations, with foreign lending by com-
mercial banks, with tourist expenditures, and with, I forget-

Senator PROXMIRE. Government investments abroad and also Gov-
ernment personnel abroad, troops abroad, State Department personnel,
and so forth.
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Mr. AfCciLup. It was this program that I meant. I am wholeheart-
edly in agreement with the fiscal measures that were adopted this
summer. I believe it was necessary to legislate the tax increase, and
I believe that the SDR plan which you mentioned was also an impor-
tant step.

To repeat, the SDR program and the tax increase were definitely
important and useful actions; what I regarded as being for the birds
were the restrictive actions announced in January 1968.

Senator PROXMIRE. Well, do you feel that overall the actions of the
administration have had any effect? I agree that because there is a
lag in our information and because so much of this didn't go into
effect, so much of the tax increase, for example, didn't go into effect
until fairly recently. It is hard to judge, but I understand the pre-
liminary figures show a spectacular improvement in the balance-of-
payments in the second quarter of this year, spectacular at least in the
official reserve transaction basis where there is a $5,800 million surplus
on an aimual basis and only $624 million deficit on an annual basis
in the liquidity area.

Do you feel this is an indication that we are we have done any-
thing that has helped us achieve a better position?

Mr. MACi-ILUP. I am afraid, Senator, that these improvements are
deceptive. They are only statistical delusions and do not really reflect
any improvements in what has sometimes been called the "basic"
balance-of-payments. The improvements in the statistical appearance
reflect to a large extent temporary changes in the type, form, and
maturities of capital received from abroad, and cannot be expected
to be lasting improvements of the balance of payments. Indeed the
current account has deteriorated, and it is only on current account
that we can expect lasting improvements.

Senator PRox-R.N= I notice that the difference between imports and
exports on a seasonably adjusted annual rate in the second quarter
was depressingly small, in fact it was almost a washout. Merchandise
exports were-this is preliminary-$33,292 million, and imports were
$33,240 million, which is as narrow as we have had, I guess, in any
quarter in a long, long time. So it may well be that your analysis is
correct, although I do feel these other elements may be is important
as the export-import situation.

Mr. BERNSTEIN. May I make a comment?
Senator PRoxmniRE. Yes, Mr. Bernstein.
Mr. BERNSTEIN. First, I would like to say you can't measure the

balance-of-payments position of a country; you have to analyze it.
That is inherent in what Fritz has said. If you look at something
reported as a deficit you are going to get merely some arbitrary ac-
counts which have been added together.

I think the proper statement is this: On a liquidity definition, the
reason there was an improvement in the U.S. balance of payments
is that the United States sold a lot of securities, to Canada and others,
which are not defined as reserve liabilities. These are called reserve
liabilities in the reserve transactions balance.

Senator PROXMIRE. You say a lot. How much roughly?
Mr. BERNSTEIN. $500 million; so you have to add that $500 million.
On a liquidity basis then there was no improvement in the balance

of payments, the deterioration on current account being offset by a
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true improvement in the capital account, mainly through the sale of
American securities to foreigners increased enormously.

Now, I will just go on to the reserve transactions balance. On the
reserve transactions basis the principle explanation is that with the
tight money position here, and with the flood of Euro dollars, Ameri-
can banks brought home much of the funds that were deposited with
their branches in London. This can't go on. It helps in the exchange
market right away, but it is a short period thing. In the long run we
have to have a reasonable surplus, on the current account, on trade
primarily, to enable us to finance what for the United States is its nat-
ural capital-exporting position, foreign investment by individuals and
by companies that goes on without regard for what the surplus on cur-
rent account is.

The balance of payments in the second quarter shows a reduction in
the current account surplus and an equivalent improvement on the
capital side. I am not quite ready to regard the improvement on the
capital side as merely short run. I am going to go into that but first I
would like to mention another thing. The U.S. balance-of-payments
position is much more complicated than even a reasonably good inter-
pretation of our balance-of-payments deficit would show. Because the
truth of the matter is to get the U.S. balance-of-payments position you
have to add the deficit of the United States to the surplus of Canada,
because if Canada has a surplus, as it did, it is going to borrow less
from us in -the long run.

I would say that our real international payments position, despite
the deterioration in our current account, looked more hopeful in the
second quarter because of the strengthening of those countries which
are so closely linked to the dollar that we are almost underwriters of
their balance of payments, Canada and Japan. Similarly, in continen-
tal Europe, which were the great surplus countries, the surplus wasn't
very great except in Germany.

Let me tell you why I want to be a little more cautious than Fritz
without altogether disagreeing with him. There is no substitute for
strono' current account surplus of the United States. On the other hand,
I realTy believe that our corporations-many of them, not all of them-
overdid this business of investing abroad. I think there is reason to
believe that the desire of American corporations to invest abroad has
materially changed from what it was 2 and 3 years ago.

Mind you, once you get into the business of having affiliates abroad,
there is a certain amount of investment you must do just to retain your
market position. But if we look at the figures put out by the Commerce
Department on prospective plant and equipment expenditures for di-
rect investment abroad, what is striking is that the increase is so small
that it will be more than accounted for and financed by the normal
growth in capital consumption allowances-

Senator PROXMIRE. How much of that is the result of restraint of
one kind or another by the Federal Government and how much of
that is the result of this kind of decision which you imply is being made
that they feel they perhaps have overinvested in the European and
Japanese market and other areas for investments are not as attractive
as they seem?

Mr. BERNSTEIN. I think in the voluntary program-this is before
the present programi-a very big part of it was due to a handful of
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companies going into the voluntary program on a wholehearted basis.
In the first half of the year a considerable part of it was due to the

fact that many companies borrowed heavily in European markets for
the purpose of raising funds abroad, through debentures, convertible
bonds, and sometimes through short term and intermediate Euro
dollar credits. I think that is not the whole explanation of the im-
provement in the direct investment accounts. But I would say in the
short run it is mainly the program and in the long run it will be
mainly the fact that American corporations will have completed their
rapid expansion in Europe and elsewhere and won't need as much
financing from this country. I would say that the figures put out by
the Commerce Department a few days ago on plant and equipment
expenditures of U.S.-foreign affiliates from 1966 to 1969 indicate this.

Senator PROXMIIRE. I just have one other question and that is for
you, Mr. Bernstein and for Mr. Mundell.

Mr. Mundell, you seem to disagree very vigorously, at least I con-
strue it as a disagreement, with Mr. Bernstein on your reaction to
the effect of the two-tier gold price. As I understand, reading from one
of your monographs here, you say this has immobilized the reserves,
the gold and other reserves, made them illiquid and you feel that,
seem to feel, there is quite an urgent need for a new form of inter-
national currency, you call it intor.

Mr. MUNDELL. Yes.
Senator PRoxMIRE. And Mr. Bernstein, you seem much more relaxed.

I get the impression you think we are doing very well, the SDR is
a one advance, that if we can proceed to get approval by all govern-
ments of the SDR's we will be well on our way and then we can move
to the second priority, as you put it, the composite reserve, composite
gold standard, but that this can take a little time without the kind of
financial, international financial, crisis that some of us have feared,
without the restraint of international trade or catastrophic effect on
international trade. Is this a basic disagreement, Mr. Mundell, between
you and Mr. Bernstein?

Mr. BERNBsNm. I am not sure it is. I have not had the benefit,
Senator, of Bob's paper, but I, too, believe that there is a danger that
countries will use their gold only in crises.

I do not know how strong that attitude will be, but I think it will
grow as the feeling prevails that gold is going to be the scarce reserve
asset, and fiduciary reserves will be the only source of growth in the
future.

I am more relaxed than Bob for this reason: I have been through the
evolution of the international monetary system, on the level of cock-
fighting where you do a lot of scratching with extra long claws. It
is my opinion that these things evolve best if you make the big central
banks see that there is a logical next step, and that this step does not
change the system too much.

That is why I have always felt that the progress through, first,
larger quotas and more resources for the fund through the GAB,
then the swap arrangements, and now the SDR's was a natural evolu-
tion, an adaptation of the system we have experience with. I believe we
can move along to the reserve settlement account if we convince our
colleagues in Europe that this is one more step in the right direction,
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that we are not destroying but strengthening the system with a com-
posite gold standard.

I have reason to believe that the reserve settlement account is re-
rarded as a practical next step in this evolution, from my own read-

ing of the central bank reports of Europe, I have talked to a half
dozen officials of the Group of Ten. There are some skeptics, but what
I find more astonishing is the kind of people who are interested and
have said to me, "We would like to know more about how this would
work in practice."

That is one reason why I put a lot of emphasis on how their own re-
serve accounts would look when the reserve settlement account is set
up; how the transfers would take place, how the final settlements would
be made.

I am convinced it is only a question of 2 or 3 years before there will
be some kind of reserve settlement account, and I think we shall find
ways of dealing with whatever problems come up in the meantime.

Improvement in the U.S. balance of payments would make every-
body readier to look at the next step, and I am hoping that that will
come in the course of this year and next year.

Senator PROXMIIRE. Mr. Mundell, I had reference to your state-
ment, "A Plan For a World Currency," where you say:

WVe must, therefore, conclude that the new Fund Agreement does not meet
the problems of the international monetary system. At the same time, the two-
tier gold arrangements have immobilized gold reserves and made most gold-
holding countries illiquid. There is still a huge gap in our international financial
arrangements.

Mr. MUNDELL. Yes, I would like to comment on that. I am not as
optimistic as Mr. Bernstein is.

Last year ait the fund meetings everyone was excited about the
new toy, and 2 months afterward, the pound sterling was devalued;
andl 6 months after, the exchange system broke up; and the problem
last year, as I argued at that time, and as many of my colleagues
argued also, was that the SDR agreement was not meeting a major
problem in the system.

Now, I feel the same today. The SDR system is not going to solve
the major problems that are going to come about even in the next
year. Unless we do something rather rapidly, such as putting every-
thing together in some kind of pool, creating a generalized asset, the
system is going to change itself while new committees deliberate. My
proposal is not in a sense in conflict with Mr. Bernstein's Reserve
Settlement Fund. It is more inclusive than his. It goes beyond that.
It goes, let us say, one or two steps beyond the plan Mr. Bernstein
has advocated.

But I do believe that the two-tier system is impermanent. I do be-
lieve that gold has been put at the bottom of the pile of the central
banks' reserves; and that, because of this, countries will be very
reluctant to sell their gold now at $35 an ounce.

Senator PROX3M=E. How do you meet 'the Bernstein argument
that we had a two-tier system from 1940 to 1953 under more difficult
conditions and with a price that was considerably higher than the
$42?

Mr. MUNDELL. Well, I suspect Mr. Bernstein is referring to his $53
price as the Bombay price.
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Mr. BERNSTEIN. No, n1o.
Mr. MUNDELL. Or a price in a controlled market, in one of the black

markets. It wvas not a New York price. It was a price in one of the
EIuropean markets, and Europeans had exchange controls.

Now, after exchange convertibility in 1958 and 1959, and after the
London gold market opened up in 1954, everything became different.
Now, today, the Karachi price or the bombay price is $65 an ounce;
and that is something quite different.

I differ in one sense from Mr. Bernstein. He thinks that the price
of gold is going to go up gradually over the next few years. I do
not believe that is necessarily the case. I believe that what will happen
to the price of gold will depend to a greater extent-than what his
remarks impliecr-on what central banks, in fact, decide to do about
the system.

They can determine the price for the next 15 or 20 years if they
want to, maybe 30 years-barring some rapid new inflation in the
system. But as things now stand, central banks do not want to get rid
of their gold; and, while they do not want to get rid of their gold,
they feel illiquid, which means that the only kind of reserves they
want to rose-and this follows simply Gresham's law-is dollars. If
I am right, they will attempt to acquire balance-of-payments surpluses
and then use these surpluses, which they collect in dollars, to try
to gret gold at the U.S. Treasury.

Now, the U.S. Treasury will certainly take all the steps it can not
to sell gold at $35 an ounce. Whatever formal agreements are made,
it is the informal agreements that are really going to count.

I do not really think that the U.S. Treasury is now selling gold
at $35 an ounce, really, as it is legally committed to do under the
Articles of Agreement.

I do believe that gold is immobilized now. Effective international
reserves have been drastically reduced not -just by the devaluation
of the pound sterling-which Mr. Bernstein, as I recall his testimony
last November brought up-but also by the immobilization of their
gold assets. Countries will begin to act increasingly like deficit coun-
tries, and that will have serious consequences even over the next
2 or 3 years.

Mr. BERNSTEIN. Mr. Chairman, I am afraid I have to enlighten
my former colleague, Bob Mundell.

What I find astonishing is that he starts with the assumption that
I am unsophisticated whereas he is fully sophisticated on these ques-
tions.

Mr. MUNDELL. No, no. You made a remark, Mir. Bernstein, and
said that-

Mr. BERNSTEIN. That is what I am directing myself to.
Mr. MUNDELL (continuing). I had made a casual reading of the

Articles of Agreement of the Fund in order to see whether the Fund
was legally committed to buy gold. That -was not a casual reading
at all.

Mr. BERNSTEIN. You said that.
Mr. MUNDELL. I was referring to Article AT-6.
Mr. BERNSTEIN. I am sorry, you said a quick reading of the Articles

of Agreement; it is your language.
MIr. MUNDELL. No, it was not a quick reading.
Mr. BERNSTEIN. It is what you said.
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Mr. MUNDELL. A quick reading of an amendment to the Articles.
That is a different thing from a quick reading of the Articles. I have
spent several years trying to understand what they mean. They com-
plicate things.

Mr. BERNSTIEN. Do you want to discuss the Articles of Agreement
and what they mean or would you like to get clear the question of
what the two-tier gold market was from 1940 to 1953? The two-tier
gold market existed from 1940 to 1953, when I was at the Treasury
part of the time and the IMF part of the time.

I am well aware of the fact that $60 at the official exchange rate in
rupees is not the same as the dollar price of gold.

The price of gold that I am quoting, and that went as high as $53,
was a dollar price; that is to say, it was determined as follows: It was
either quoted directly in dollars in Tangiers, or in New York, or it
was converted into dollars at the official exchange rate for Swiss
francs, in the Zurich market. I refer you to the table on gold prices in
the paper I submitted.

The rates that I am talking about, the prices I am talking about,
therefore, were prices in which the seller got dollars. In the case of
New York, the American smelting firms were authorized to take in
gold ores from outside the United States, refine them on consignment,
and then sell the gold for dollars for export. When I speak of a price
up to $53 an ounce, I mean the price quoted by the big American
smelting companies for export of gold, f.o.b., New York.

Now, I come to the second question
Mr. MUNDELL. Let me answer that.
Mr. BmNSTMIN. Let me answer the rest of the question because it

may answer what you have in mind.
Mr. MUNDELL. No; it is something quite different.
The system has changed since 1953 in this sense, that in 1953 cen-

tral banks believed that any dollars they held were freely convertible
into gold.

Since 1960, or at least since 1968, that is no longer the case. That
makes a fundamental difference in the operation of the two-tier sys-
tem. Gold was not put at the bottom of the heap as it is now.

Mr. BERNSTEIN. I am not arguing about gold being at the bottom
of the heap.

Incidentally, there were no exchange controls in Zurich and Tan-
giers, where the price was $50 an ounce. The exchange controls existed
in some countries where the hoarders lived, and they paid even more
than $50 an ounce, either in dollars or in their own currencies at the
free rate, not the official rate of exchange.

But my proposition has nothing to do with the question whether
there is or is not exchange control, which I regard as not really rele-
vant to our question. It has to do with the proposition that if the
international monetary system was not undermined by a private price
of gold of $50 or more an ounce in the postwar period, I see no reason
for thinking that it would be undermined today by a private price of
$42 an ounce.

Professor Mundell, in his second intervention, touched on an im-
portant point. It is a point I was coming to, I might add, because it
is the theme that runs through all my discussions of the private gold
market and the monetary use of gold.

20-156-68-10
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When the U.S. dollar was strong, countries did not feel that the
gold market was the leader. They felt that the United States in the
end would be the determining force on what would happen to the price
of gold. They did not have many dollars in this period I am talking
about. In fact, the price of gold was at its highest in the free markets
when the official dollar holdings of the rest of the world, were at their
post-war low, less than $2 billion at the end of 1947.

Today, the central banks wonder about a $42 an ounce price of gold
in the private market and speculators feel more hope about a rise in
the price of gold primarily because there is much less assurance that
the United States will restore its payments position. I think that the
difficulty about gold is not the two-tier market. The heart of the prob-
lem seems to be two other questions. First, the lack of assurance on
the position of the dollar and, second, the conviction that from now
on the amount of gold in monetary reserves is frozen, and that nothing
but fiduciary reserves will be added. This is what makes them have a
preference for gold, one effect of which is what Bob Mundell said.

I am not nervous about the system's collapsing. I have many reasons
for thinking it won't collapse. I have also reasons for thinking that
the best progress will be made by convincing the central banks in the
Group of Ten that the composite gold standard is a natural evolution
of the present international monetary system. They have known for
several years that, in my view, and in the view of others, it is neces-
sary to link all the reserve assets together in a composite reserve unit.

When I first wrote about a new reserve unit, I proposed it be used
jointly with gold in international settlements. Today I think the prob-
lem is much more complex. We have added another reserve asset,
SDR's. The position of sterling is weaker, the flight from sterling,
not from private holdings but from reserve holdings, has been going
on. The new credit arrangement is to give official holders of sterling
assurance of its availability as reserves.

The dollar is in an exposed position, especially in a world in which
a political or an economic crisis can occur at any time.

X think now definitely we must have a composite reserve unit that
will include foreign exchange and SDR's as well as gold.

Chairman REuSS. Mr. Moorhead?
Representative MOORHEAD. Thank you, Mr. Chairman.
Mr. Bernstein, on this "widening the band," I understand the 5 per-

cent up or down, and the 1 percent as applied to other countries, but
will you explain how it would work as far as the United States is
concerned?

Mr. BERNSTEIN. Well, there are many ways in which it could work
for the United States.

As you know, Mr. Mundell has suggested different currencies be
handled differently. I would say that the present rule that no country
shall change the parity of its currency in terms of gold without the
approval of the International Monetary Fund would stand as it is
today.

The rule on maintaining margins above and below this parity would
be altered so that the exchange rate for the dollar would vary in terms
of other currencies by no more than 5 percent from its established
parity. That means the dollar could be 5 percent cheaper or 5 percent
dearer in terms of any foreign currency. For the dollar the limit of the
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range would be 4.20 marks to the dollar and 4.80 marks to the dollar.
That is the 5-

Mr. MUNDELL. 3.80.
Mr. BERNSTEIN. Thank you, 3.80 and 4.20.
Now, if you want to go even farther than that, you could within

such a system allow other currencies a little more deviation from their
parities by saying this applies to the dollar, but that any other country
may, at its option, select another currency which shall be the one from
which it will move by no more than 5 percent. That means the Germans
might opt for the dollar to be the basis for measuring variations of the
mark from parity. That would not change the 5-percent limit of the
fluctuation of exchange rates from parity between the mark and the
dollar or any other currency and the dollar. But it would allow greater
fluctuations between the mark and other currencies. If sterling fell by
5 percent in terms of the dollar and the mark rose by 5 percent in terms
of the dollar, the mark-sterling rate in the exchange market would
have moved 10 percent from the parity relationship established be-
tween these currencies.

Mr. MOORHEAD. This is where I am having difficulty. I realize that
Germany can select the dollar as its benchmark, but when we select, let
us say, Germany, as the one currency to which we would key our
fluctuation or do we

Mr. BERNSTEIN. The practice is that, in fact, we do not key the dollar
to any particular currency. I am talking now about ithe practice of
central banks when they intervene in exchange markets.

But the Germans, the French, and the British, the way they keep
their exchange rates within the margins required by the Fund is by
saying "whenever the exchange rate is more than 1 percent from the
parity with the dollar in our market, we will intervene and either buy
dollars to hold our dollar rate down or sell dollars to hold our dollar
rate up."

They all do that, without exception, when they intervene in ex-
change markets. The United States, in fact, is only a marginal inter-
venor in the markets. It does sometimes, both in the forward market
and the spot market, but, in general, it is the central banks of the
other countries that pick up dollars. That is their easiest way of in-
tervening in the market to keep the rates within the range established
by the Fund.

Now, what they would do in the future with a wider band for
market fluctuations is to let the dollar rate vary from any other
currency by not more than 5 percent of parity in either direction.
But the International Monetary Fund could let any country opt
and say, "We do our intervention with the dollar. Therefore, for us,
the test of whether we have reached the limit of this range is whether
it will be 5 percent above or below the dollar.

If Germany has a very strong currency, the mark might rise by
5 percent from 4 to 3.80 to the dollar. If sterling has a very weak
currency, it could fall by 5 percent, from $2.40 to $2.28 to the pound,
and then the rate you would get, the swing between the mark and
sterling, would be about 10 percent because each country would have
selected the dollar as the test of its 5-percent variation. That is all I
meant.
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We ourselves, in all probability, would not ordinarily become the
major intervenors in the exchange market. That is because the easiest
way, in fact, with exchange markets all over the world, is to let the
central banks of each country intervene in their markets with dollars,
putting them in or taking them out as needed to keep the dollar rate
within the agreed limits.

We expect the SDR's to work in the same way. We expect that when
a country has a balance-of-payments deficit and has to meet it, it will
first meet it in the exchange market by selling dollars and it will get
the dollars by converting SDR's. They may sell the SDR's for other
currencies, but the general expectation is that they will mainly sell
them for dollars, and mainly to the United States, but they can sell
the SDR's for dollars to other countries, too.

Mr. MAcHLuP. May I make a clarifying statement?
Representative MOORHEAD. Certainly.
Mr. MACHLuP. In the last sentences, perhaps inadvertently, Pro-

fessor Bernstein said that countries using the dollar as intervention
currency may use the SDR's in the same way.

There is one difference, however. They can use the dollar as inter-
vention currency in the foreign-exchange market, selling dollars to
private banks and traders, and buying dollars from private banks and
traders. They cannot do that with SDR's. They can exchange the
SDR's into dollars only by dealing directly with other central banks.
There is a difference between interventions in the exchange market
and operations among central banks. The intervention only among
central banks, this is a difference that should be mentioned.

Mr. BERNSTEIN. What I meant to get across is that central banks
needing dollars for intervention in the exchange market would sell the
SDR's not in the market but to each other for dollars primarily, but
conceivably for other currencies, and when they do, incidentally, it is
expected the rate at which they do it for other currencies will be
linked to the rate for the dollar.

By the way, Mr.. Mundell asks me to clarify a misapprehension I
may have left you under. I do not think I did. The Conference at
Bologna in January 1967, was financed by the Chamber of Mines of
South Africa. Of course, no one here would think for a second that
anything said at that Conference was in anyway affected by the fact
that our expenses to that Conference were paid. I doubt that anybody
would have thought that.

Representative MOORHEAD. Maybe it is good to have it on the record.
Mr. MuNDELL. They have brought out a book edited by Randall Hin-

shaw, called "The Monetary Reform in the Price of Gold," that is really
a very useful addition to the whole discussion on this question. It was
put out by the Johns Hopkins Press.

Mr. BERNSTEIN. And I think, just reading it would show it was
completely objective.

Representative MOORHEAD. Do I understand that the three of you
are in general agreement concerning this move toward greater flexibil-
ity in exchange rates? You may not all agree it should be five; perhaps
it should be more or less; but you are unanimous about the principle?

Mr. BERNSTEIN. May I put it this way: I am a lot more conservative
than these gentlemen who are very bold and farsighted. I would like
to see the question studied.
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Mr. MACfiLuP. That is all we want.
Mr. BERNSTEIN. I do not know if, in fact, all countries would use a

wide range-many of them would feel the way Mundell does-that
for them a smaller fluctuation, except in unusual circumstances is
good enough for their balance-of-payments and preferable for orderly
exchange markets.

Mr. MUNDELL. Well, I would like to clarify. I am even more con-
servative in this respect than Mr. Bernstein is on it. I did not sign the
academic petition in favor of the wide margins with the sliding parity
because there are enormous technical difficulties connected with the
use of the intervention currency and various compounding systems of
the kind that Mr. Bernstein referred to, and I would now respectfully
endorse Mr. Reuss' suggestion that before we move as a general prin-
ciple in this direction that a full-scale study be done on this and, per-
haps, at the recommendation of the International Monetary Fund.

Representative MOORHEAD. Well I understand your testimony, Mr.
Mundell, to be that insofar as the price of gold is concerned-our in-
tervention in buying and selling it-you have, reached the conclusion
that we should have a greater spread than we now have?

Mr. MUNDELL. Exactly, yes. I approach the problem of the gold
margins quite separately from the question of the exchange margins.
With respect to the gold margins I believe we should have a wider
spread between the U.S. buying price and the U.S. selling price even
for central banks.

Representative MOORHEAD. Is that the unanimous feeling of the
panel?

Mr. MACHLUP. I am definitely in favor of that.
Mr. BERNSTEIN. I am not. As I think in my own discussion of what

I would do with gold, I would let the gold question go to its natural
solution, which natural solution is to pay no attention to the free
market, not to risk the prestige of currencies in bringing the price of
gold down, but rather to take the view it does not matter.

When we get the gold reserves earmarked in a reserve settlement
account, it will be easy enough for the International Monetary Fund to
say that the logic of this is to require no central bank dealings in gold.
I would not give two pennies for what then happens to the price of gold
in private markets.

We may have differences of opinion as to which way the private price
will go, but whichever way it goes, whether it is according to Professor
Machlup's analysis or mine, the fact is it won't matter if we once get
the gold reserves earmarked in the reserve settlement account.

Therefore, I regard this as raising an extraneous issue which fright-
ens the conservative central bankers of Europe, makes them wonder
whether there are tricks in a reserve settlement account. I would keep
the monetary price of gold where it is at $35 an ounce, without any
change in the margin for buying and selling gold between monetary
authorities. And I would move on to discussions with the Group of Ten
on a reserve settlement account.

This is where their minds will be moving next, and I would like to
persuade them on that without getting off to what I regard as a sec-
ondary issue best settled by the reserve settlement account.

Representative MOORHEAD. Thank you.
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Now, getting down to the reserve settlement account or the pool or
whatever name we give it, do I understand that for this to work that
the nations must agree to put all of their reserves into the pool or
reserve settlement account or can it operate with everyone required to
put 51 percent of their reserves into the pool or settlement account?

Mr. BERNSTEIN. Well, actually-do you want to answer that? There
may be a difference in different countries.

Mr. MACHLUP. I would say we should not quarrel about details and
had better leave that to discussion within the next years.

I certainly would agree with Bernstein that the ideal would be to
have all the gold and all the dollars and all the sterling, and perhaps
also the SDR's, all in that pool; but there may be other views.

Some people may say that would be going too far and I should be
willing to take half a loaf in this case. If they say, "We give only half
of our gold," all right, let us start out with that, and let us hope that
we shall get the other half quite automatically a few years later.

Representative MOORHEAD. Yes.
Mr. BERNSTEIN. I do not have any disagreement with this, because

it is my own approach too. Let us not be dogmatic about what we
want to do with the reserve settlement account except the objective.
There we have to be firm.

Mr. MAcHLuP. Yes.
Mr. BERNSTEIN. I have myself suggested-I started earlier, not

today but some years ago-with a suggestion that all reserve assets
be deposited, which means that a country would have given up its
title to these specific assets.

I have moved on to the concept of earmarking them, which means
countries retain title, and every time they make a transfer of CRU's,
they have implicitly transferred some of their specific reserve assets.
But countries would get back the precise assets they put in minus
the final settlement when they withdraw.

I have even had central bankers ask me, "Can't we just put in some
of our gold," and my answer is, "We can find ways to do this if that
is what you want, to earmark pro rata a part of your gold, dollars
and SDR's; provided we understand that the rest of the dollars that
you do not earmark are not suddenly going to be thrown on the mar-
ket. If you are willing to have all reserve transactions in the form of
a composite reserve unit, and you are willing to replenish your ac-
count of composite reserve units when you have run it down, then
there is no harm in putting in one-tenth of all your reserve pro rata
at the beginning and put in one-tenth when you run that down, pro-
vided there are no other reserve transactions outside the reserve settle-
mint account."

Representative MOORHEAD. Thank you, Mr. Chairman. Thank you,
gentlemen.

Chairman REuss. On the point raised 'by Mr. Moorhead with re-
spect to this differential buying and selling price of gold that, I forget
what it was you called it; a gold band or something, this is all
academic, is it not, as long as we have the March 17 Washington
agreement, so that central banks cannot buy it anyway, so-

Mr. BERNSTEIN. They cannot sell in the free market.
Chairman REuss. And they cannot buy.
Mr. BERNSTEIN. They probably cannot buy in the free market.
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My own feeling is that the only reason then for a wide gold band
is that in all probability it would be a necessary corollary to the con-
cept of wide margins.

Let me see if I can make that point clear. I have not tried. I have
not wanted to be too technical.

Chairman REuss. Wide margins on exchange rates.
Mr. BmNsTEIN. Yes.
Let me see if I can explain it. If the dollar fails by 5 percent rela-

tive to the mark, the rate would go from 4 to 3.80 marks to the dollar
in the exchange market. Now the Bundesbank could not offer to sell
gold at their parity of 140 marks to the ounce. Because then another
country could sell gold to the Bundesbank at 140 marks to the ounce,
sell the marks for about $36.80 in dollars, and buy gold from the
United States at $35 an ounce. That would lead to such gold-dollar-
mark arbitrage as to bring the mark-dollar rate back close to 4 marks
to the dollar. So that my view is that a similar 5-percent margin on
gold would be necessary to make the wider exchange band work.

Chairman REuss. But if you have the reserve agreement-
Mr. BERNSTEIN. That is different.
Chairman REtxss (continuing). Which, it seems to me, you all agree

is of the essence-
Mr. BERNSTEIN. You are quite right.
Chairman REuss (continuing). Then we would waste our time talk-

ing about the gold band.
Mr. BERNSTEIN. That is right. If you had the reserve settlement ac-

count there can be no reserve transactions in gold between members at
all. There can only be reserve transactions between central banks in the
composite reserve unit. This gets them implicitly some gold, but only a
pro rata part of the composite reserve unit.

Chairman REuss. I would have just one more question on a subject
which has not been raised, but I will raise it.

Under the new SDR agreement. and particularly if the introduction
of SDR's is accompanied by the gold and foreign exchange pooling ar-
rangements that all of you gentlemen have said to be essential, the
supply of world reserves will be raised by whatever amount the IMF,
or 85 percent of the voting power in the Fund, agrees is necessary. What
needs to be done, if anything, for countries that are not satisfied with
such a rate of reserve growth but think, at least as far as they are con-
cerned, that they need 4 or 5 percent or whatever? Under the proposed
system there is only so much pie to go around, and they cannot get it.

Is this a problem and, if so, how is it solved?
Mr. BERNSTEIN. Yes, it is a problem. But I think we had better put

the problem with greater precision.
The increase in reserves in the form of SDR's will be a certain per-

centage of aggregate reserves. The allocations (to countries will be on
the basis of their quotas.

This means that countries with large reserves relative to quotas will
have a small percent increment in their reserves through allocations of
SDR's.

A country like the United States, which has a very large quota in the
Fund, and which has relatively small reserves for its international pur-
poses, would get a large percentage increment in its reserves through
allocations of SDR's.



140

By and large, there might be a slight tendency for the less-developed
countries who are short of reserves, and the United States and the
United Kingdom which are short of reserves, actually to get propor-
tionately more than the countries which are well supplied with reserves,
like the Europeans. But any country which feels that even a 5-percent
increment of its own reserves is not enough for it because it is short
of reserves will have the same option it has always had to try to earn
additional reserves, and I quite agree with you that-

Chairman REUSS. You cannot do it, though, under the proposed
system.

Mr. BERNSTEIN. Oh, yes.
Chairman REUSS. How can it? Under the millennium where your

only reserves are-
Mr. BERNsTEIN. It earns more CRU's.
Chairman REUSS. They are SDR's.
Mr. BERNSTEIN. If a country has a balance of payments surplus its

balance of composite reserve units will go up. If it has a deficit its bal-
ance with the reserve settlement account in the composite reserve
unit will go down. Countries will still gain and lose reserves to each
other, but they won't be able to raid each other's gold reserves. This
is what will stop. But their total reserves in the composite reserve unit
will go up with a payments surplus and down with a payments deficit.

Chairman REUSS. But those countries that have their reserves de-
creased because somebody has been a more eager beaver than they, are
going to be disappointed, are they not? They are not even going to
get the 3 percent, which is the average.

Mr BERNSTEIN. Well, I think we have to go another step, Congress-
man, which is this: I think we must expect that countries excessively
well provided with reserves will, some of them will, be satisfied with
a smaller proportionate growth than others It is not having any
growth which tends to frighten them as Fritz Machlup has well
pointed out. They have to have some trend increase in reserves,
but they do not have to have the same as another country.
So I would say that if we had an adequate growth of total reserves
through SDR's, I would not be troubled by the fact that Germany
might finds that becausewe want to build our reserves its reserves
have only grown a little bit. But I will tell you what would disturb
me. If in order to make sure that the attractiveness of SDR's is main-
tained by not having too many issued, the increase in reserves is
brought down to 2 percent a year, then you would have so many coun-
tries feeling that the growth of their reserves is inadequate that they
might begin to pursue more restrictive policies than they should.

If you had an adequate growth of total reserves for the system as
a whole, we need not worry too much that individual countries would
get allocations less than the average and others a little more than
the average. I think they would get enough for their needs, if we had
a 4-percent growth in aggregate reserves.

Chairman REUSS. Thank you very much.
Mr. Moorhead?
Representative MooniEAD. No further questions.
Chairman REUSS. Gentlemen, we are most grateful. You have made

a real contribution to our thoughts and the hearing of the Subcom-
mittee on International Exchange and Payments now stands ad-
journed.

(Whereupon, at 1 p.m. the subcommittee adjourned.)
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THE FOLLOWING LETTER WAS RECEIVED BY CHAIRMAN REUSS
FROM PETER B. KENEN, CHAIRMAN, DEPARTMENT OF ECONOMICS,
COLUMBIA UNIVERSITY

COLUMBIA UNIVERSITY,
DEPARTMENT OF ECONOMICS,

New York, N.Y., September 6,1968.
Representative HENRY S. REUSS,
Chairman, Subcommittee on International E.Tchange and Payments, Joint Eco-

nomic Committee, U.S. Congress, Washington, D.C.
DEAR REPRESENTATIVE REuSS: Following our conversations in Chicago, I set

out below my own views on the work that should be done at the forthcoming
meetings of the International Monetary Fund. I am sorry that long-standing
commitments prevent me from appearing before your subcommittee, but hope
that this brief note will be useful to you.

The last two years have seen enormous progress toward fundamental reform
of the international monetary system. For the first time in modern history, the
world is on its way to deliberate, considered management of international money.
The SDR scheme approved at Rio was, of necessity, a compromise, falling far
short of requirements, but much exceeding expectations. Few of us, indeed, be-
lieved that the Group of Ten and Governors of the Fund could reach significant
agreement concerning the creation of reserve assets.

Yet the Rio agreement will not be meaningful until SDR's come into being,
and the Fund meetings in Washington must make this task their first order of
business. Few would agree that there, now, a serious shortage of reserves. But
creation of a first tranche of SDR's need not and should not await strong evi-
dence of shortage. On the contrary, the creation of SDR's before such a short-
age appears is prerequisite to their effective use in meeting any shortage. Govern-
ments and central banks must become accustomed to holding and using the new
reserve asset before events require that they take on SDR's in the significant
amounts a shortage would imply. Put differently, prompt creation of SDR's on
a modest scale is needed to prove that the central banks have confidence and
faith in the Rio agreement. This year's meeting, then, should start the first five
year period envisaged by the Rio agreement and should authorize creation of
SDR's at a modest rate, say $2 billion per year, for the next five years.

This year's meetings have also to deal with two related questions: the future
roles of gold and the U.S. dollar in the international monetary system. Last
spring, in Washington, members of the now-defunct gold pool agreed that they
would cease to sell gold to private purchasers and that their gold holdings were,
in total, adequate, so that they would not buy gold in London or elsewhere. The
first of these decisions was long overdue, and we have no reason to believe that
it will come apart. The second, however, was not quite so firm and may well
unravel unless the Fund's Governors endorse it with vigor. It is, in any case, a
fragile agreement unless those who adhere to it recognize its corollary: If total
gold holdings are to be adequate, each nation has also to be satisfied with its own
holdings (or, more precisely, those who want to hold more gold are able to
obtain it from those who want to hold less). There is as yet no evidence to this
effect. France, though losing gold since the riots last spring, has not changed
its policies; it would seek to buy gold if its reserves rose again.

The Washington declaration on the role of gold cannot be made fully effective
so long as the demand for gold is an unregulated total of national demands, as
these demands may well exceed global supplies. It cannot be made fully effective
until monetary gold is "internationalized." Total gold holdings should be pooled
in the IMF, with each country taking SDR's or comparable claims in exchange
for gold turned over to the Fund. I would, in fact, go further, with Triffin and
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Machlup, and urge the prompt deposit of all currency reserves, along with gold,
to effect a final end to the gold-exchange standard. A complete consolidation of
national reserves, replacing gold and currencies with claims on the Fund, would
remove the chief threat to the monetary system, the threat that was ignored last
year at Rio.

One would not expect the Fund's Governors to adopt a plan this year, but
frank examination of the possibilities is very much in order, if consolidation is
to be effected within the next few years. That examination, conducted responsi-
bly, would be no threat to confidence or cause for speculation. It would, instead,
add to the evidence at hand that governments and central banks intend to pro-
ceed in an orderly way to strengthen the monetary system.

Sincerely,
PETER B. KENEN, Chairman.



STATEMENT OF ROBERT TRIFFIN, PROFESSOR OF ECONOMICS,
YALE UNIVERSITY

I am most happy and encouraged, in these dangerous times, to find myself in
nearly complete agreement-subject only to minor qualifications-with the ana-
lysis and recommendations unanimously adopted by the Subcommittee on Inter-
national Exchange and Payments on September 18, 1968, regarding proposed
reforms of our international monetary system.

I very much regret that the lack of time forces me to concentrate attention
on the few points on which my own proposals would be couched in slightly dif-
ferent form, and precludes devoting adequate space to explaining the reasons
for my strong endorsement of the general trend of the report.
Recommendation 1

I fully concur and have very little to add. I would merely stress even further
the fourth paragraph of page 2, and extend the call for curtailment of military
spending to domestic as well as to direct foreign exchange expenditures. As
pointed out in the accompanying paper, even domestic military expenditures
have a considerable impact on our balance-of-payments; (a) they add ,to our im-
port requirements, (b) curtail the export capacity and export drive of major
industries and (c) undermine our competitive position through their inflationary
pressures upon wages and prices.

The curtailment of military spending would, for these reasons, have a much
larger and beneficial impact upon our balance of payments, and a lesser unfavor-
able impact upon economic activity and employment, than equal cuts in other
federal spending or increases in taxation.

The sharp deterioration of our current account balance-by nearly $7.5 bil-
lion-in the first half of this year as compared with 1964, and the nearly equal
decline in our net exports of private capital have left our "overall deficit" just
about unchanged-at a level of $3.5 billion to $4.5 billion a year-but created
havoc for other countries and a major setback in the postwar progress of liberali-
zation of international trade and capital transactions.

An "agonizing reappraisal" of the methods through which we have tried-and
failed-over these years to re-equilibrate our international accounts is a major
prerequisite to the further development of international cooperation entailed in
other countries' wholehearted acceptance of the SDR commitments and acti-
vation.
Recommendations 2 and 3

1. I would, first of all, merge these two recommendations through the adoption
of a unified "conversion account", "reserve settlement account", or "international
monetary pool", encompassing all three forms of reserve assets, as favored also
by my academic colleagues and Dr. Bernstein. The twin problems of how to han-
dle the shortage of gold and the overflow of dollar and sterling reserves are not
really separable, since they relate essentially to the conversion of the latter
assets into the first.

2. For reasons fairly similar to those expressed to the Subcommittee by some
of my colleagues, I doubt whether central bankers could, or indeed should, be
expected to remain indifferent to future fluctuations of the price of gold in the
private market. I would rather expect, or hope, to have them agree to combat
any large or sudden appreciation-through gold sales-or depreciation-through
gold purchases. Such operations, however, should be undertaken only by joint
agreement, and preferably only through a joint "conversion account" operated by
the IEIF itself, as suggested in my own proposals.

3. I would have liked the Subcommittee to make more explicit the view that
future fluctuations-upward as well as downward-in the foreign exchange com-
ponent of world reserves should be a matter for multilateral agreement rather
than for unilateral decisions or bilaterally negotiated agreements. This view is
also held strongly, I believe, by my colleagues, and is indeed implied by the last
sentence of the third paragraph of page 2 of the Subcommittee's report. It should
be spelled out at the end of Recommendation 3.
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4. While I would welcome agreement on the all-encompassing plan for my col-
leagues, I cannot but consider-with Senator Javits-such an agreement as diffi-
cult to negotiate in the short time at our disposal, since foreign countries may be
unwilling to switch 100% from gold to IMF deposits until they have been able to
gain familiarity with the new system and confidence in the wisdom and fairness
of its actual management.

This practical consideration-rather than my own preference-has led me to
propose a more gradual move, allowing countries to retain-if they wish-in gold
metal a proportion of their total reserves equal to the average ratio of gold to
total reserves for the participating countries as a group.

5. In order to facilitate and accelerate agreement on the implied commitments
and ease management problems, I have recommended in the past to initiate my
proposed "Conversion Account" with a limited membership encompassing only
the major gold and reserve holders, but taking fully into account the interests of
other countries. (See my book on Our International Monetary System: Yesterday,
Today and Tomorrow, pp. 146-164.)

The Table appended to this paper, however, revamps my previous tables to
show the implications of a world-wide "Conversion Account" on the reserve com-
position of all members, as of March 31, 1968, i.e. the last date for which IFS
estimates are now available to non-officials.
Recommendation 4

I remain, for reasons too long to develop here, somewhat hesitant-even though
not flatly opposed-to this recommendation.

Intellectually, I would prefer to the proposed "band" between intervention
rates, agreement on a "fork" between maximum and minimum reserve levels,
barring-or limiting gradually-stabilization interventions by central banks in
the exchange markets-either as buyers, or as sellers-when their reserves reach
the upper or lower of these two levels.

Such a suggestion, however, raises many difficulties that would have to be
explored further, but is also, in any case, unlikely to be considered seriously by
the officials.

Exchange rate readjustments should certainly be made easier and more prompt
and frequent than they have been in the recent past for the major countries. They
should also be implemented more often through upward revaluation of the
stronger currency or currencies, rather than biassed in favor of devaluation of the
weaker currency or currencies.

Countries should not be encouraged, however to rush into excessive exchange
readjustments, when overspending-as is now the case in the U.S.-or under-
spending-as has been the case, at times, for some surplus countries-are clearly
responsible for all, or most, of the imbalance between deficit and surplus countries.
Exchange rate readjustments are a proper remedy for the cost and price under-
competitiveness or overcompetitiveness inherited from past policies or accidental
developments. They are neither an appropriate nor an effective remedy for current
levels of inflationary overspending or deflationary underspending. Countries
should be encouraged to correct the latter policies, and to consider then whether
equilibrated spending levels still leave them with unacceptable deficits or sur-
pluses as a result of the international cost disequilibria inherited from previous
policies.
Additional suggestions

1. May I refer to some other important suggestions of mine in previous hear-
ings of your Subcommittee, most recently on November 22, 1967:

(a) The automatic allocation of SDR's among all IMF members is in blatant
contradiction with the recurrent theme of previous Group of Ten reports that
reserve creation should be linked with a strengthening of the adjustment process.
It is, moreover, morally repugnant as it assigns the lion's share (36%) of such
allocations to two of the richest and most capitalized countries in the world,
irrespective of the wisdom of folly of the policies responsible for their deficits
and of the acceptability of such policies to the prospective lenders called upon
to underwrite their financing in advance by their SDR commitments. Thirdly,
such a system of allocation is, for these very reasons, unviable politically and
would merely lead, in the event of deep-seated policy disagreements, to a refusal
to recognize an actual liquidity shortage and to activate SDR's. Finally, it would
break the traditional link which has always existed in the past between fiduciary
reserve creation-i.e. primarily dollar and sterling reserve accumulation-and
the financing of overseas developments. It would enable the developed countries
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to build reserves In the form of mutual claims against each other, instead of
forcing them to "earn" their international reserves by transfers of goods and
services to the less developed countries. The major-and unsustainable-objec-
tion against my own proposals in this respect, i.e. the inappropriateness of using
liquid liabilities for long term financing, has fortunately been rejected in fact by
the officials themselves when they decided to make 70% of the SDR's unrepay-
able gifts to their beneficiaries.

The lending power associated with SDR creation should instead be used to
help-although it would be insufficient to cover fully-the financing of interna-
tionally agreed objectives, such as (i) development financing (including par-
ticularly badly needed contributions to the strengthening of IDA resources),
(ii) the support of price stabilization programs for primary products, (iii) the
offsetting of destabilizing, but reversible, short-term capital movements among
major money markets (as contemplated in the IMF General Arrangements to
Borrow), and (iv) other, and more traditional, forms of assistance by the IMF
to agreed monetary stabilization policies of member countries.

While the ratification of the present SDR draft agreement should not be
made conditional of such an amendment, valid objections to the present alloca-
tion system could be overcome by unilateral declarations of intention by the
major developed countries to earmark for such purposes an amount of resources
equal to the SDR's allotted to them.

(b) Advantage should be taken of the SDR's creation to initiate a new policy
of decentralization of the JMF machinery, taking into full account the oppor-
tunities for regional monetary cooperation arising from the formation of eco-
nomic unions or trading groups in various parts of the world, including at some
future time-in spite of the present setback in Czechoslovakia-the encourage-
ment of a reintegration of the COMECON countries in the international mone-
tary and trading community.

These recommendations received considerable support in the subsequent Sub-
committee report of December 6, 1967. The recommendations unanimously made
in this report should be repeated and integrated with those of the present report.

2. The history of the present negotiation should lead also to an urgent and
agonizing reappraisal of the negotiating format and techniques that are responsi-
ble in part for the slow progress of such negotiations and the bizarre reversals of
so-called national negotiating positions that contribute to their often disappoint-
ing results.

3. These additional suggestions are discussed further in the accompanying
paper on "An Agreed International Monetary Standard" and on "International
Economic Policy Issues in 1969" (NIOB, New York, September 19, 1968), which
addresses itself mainly to the U.S. and U.K. balance-of-payments problems and
policies.



146

HYPOTHETICAL RESERVE COMPOSITION AS OF MAR. 31, 1968

[ln billions of U.S. dollarsi

Total

(a)

1. Reserve centers

United States
United Kingdom

II. Industrial Europe

A. European Com-
munity:

France
Belgiu
Nethierlands ----
Germany
Italy

B. Other

Switzerland ------
Austria
Denmark, Norway,

Sweden ---

Ill. Other developed countries-

Europe --.-.-.---
Canada
Japan .-----------
Other -.-.------

IV. Less developed areas

V. World - ----------

Working
balances

(b)

Total

(c=a-b)

16.6 2.3 14.3

13.9 1.5 12.4
2.7 .9 1.8

32.3 3.6 28.7

25.8

6. 9
2.6
2. 5
8. 5
5. 3

6. 5

3.0
1.4

2.1

10.4

3. 5
2.3
2.0
2.6

13. 3

72.6

2.8

.6
.4
.4
.9
.5

.8

.2

.1

.5

2.1

.5
.5
.6
.4

2.1

10.1

23. 0

6. 3
2. 2
2. 1
7. 6
4.8

5.7

2. 8
1. 3

1.6

8. 3

3. 0
1.8
1.4
2. 2

11.2

62. 5

Other reserves

Minimum Maximum
in IMF in gold

(d=0.35c) (e=0.65c)

5.0 9.3

4.4 8.1
.6 1.2

10.1 18.6

8.0 14.9

2.2 4.1
.8 1.4
.7 1.4

2.7 4.9
1.7 3.1

2.1 3.6

1.0 1.8
.5 .8

.6 1.0

2.9 5.4

1.1 1.9
.6 1.2
.5 .9
.8 1.4

3.9 7.3

22.0 40.5

Gold impact

Actual Maximum
gold gold shifts
(f) (g=e-f)

12.2 -2.9

10. 7 -2.6
1.35 -.3

18. 3 3

14.7

5.1
1. 4
1. 7
4. 0
2.4

3.6

2.6
.7

.3

4.2

1.9
1.0
.3

1. 0

3.1

37.8

+.2

-1.1

+. 9
+.7

-.8

+. 7

+1.2

+.6
+.4

+4.2

+2.7

Source: All estimates are derived from the "International Liquidity" and "World Trade" estimates of International
Financial Statistics (September 1968, pp. 14-18 and 35) rounded up to next $0.1 billion.

EXPLANATORY NOTES

1. Working balances, retained directly in foreign currencies, should not exceed
10 percent of 1967 exports and are assumed -to average about 5 percent. These
assumptions, however, are made only for illustrative purposes. Agreed working
levels should be a matter for negotiation and should take into account foreseeable
needs for proximate debt repayments.

2. Reserves proper-i.e., beyond working balances-should be held exclusively
in gold and/or deposits with the IMF:

(a) the proportion retained in gold should not exceed, as a maximum the
average proportion of IMF and countries' gold holdings ($40.5 billion, as of
March 31, 1968) to countries total reserves beyond working balances ($62.5
billion) ; i.e., about 65 percent as of the end of March 1968; see column (e)

(b) the remainder (35 percent or more) should be held in deposits with the
IMF, see column (d)

3. If, contrary to expectations, all countries kept the allowable maximum of
their reserves in gold, in spite of the gold-value or exchange guarantees and
earnings attached to IMF deposits, the resulting maximum gold transfers are
shown in column (g) and their net sum is equal to the IMF gold holdings at that
time.

4. If countries were allowed to convert into gold the portion of their IMF
deposits which exceeds the agreed minimum, only when their working balances
exceed 10 percent, gross gold withdrawals would have been limited to $2.5 billion
(instead of $5.7 billion): $2.1 billion by the less developed countries-least likely
to effect such withdrawals-and $0.2 billion each by Italy and the Scandinavian
countries (col. g minus col. b). This would leave a substantial amount of gold
available to the IMF for agreed interventions in the private gold market.

5. Subsequent deficits, or surpluses would be fully financed by the depletion
of, or accretions to, each country's working balance. Surplus countries could

=

=

=
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withdraw in gold their resulting "excess deposits" with the IMF, such with-
dIrawals being covered, or more than covered, by the obligation of deficit countries
to reconstitute their minimum IMF deposit requirement

(. Insofar as countries did not exercise fully their rights to gold withdrawals,
the gold needed to cover actual withdrawals would be called by the IMF from
the countries whose gold reserves exceed the gold proportion of others.

ROBERT TRIFFIN'.

SEPTEMBER 1968.



AN AGREED INTERNATIONAL MONETARY STANDARD

BY ROBERT TRIFFIN
"Men and nations behave wisely . . . after all other alternativeshave been exhausted."

If we could trust this quotation, a sensible agreement on international mone-tary reform should be just "around the corner," for the mounting crisis of theinternational monetary system amply demonstrates that the only alternativeto such an agreement is an impending collapse of the system itself.The pessimists among us can unfortunately argue that such an agreementhas no precedent in world history. Indeed, none of the international monetarystandards which we have known in the past has ever been the product of aninternational agreement. The silver standard, the bimetallic standard, the goldstandard, the floating-exchange standard, and the gold-exchange standard ofyesteryears, as well as the bizarre arm-twisting dollar-exchange standard oftoday have all resulted from historical accidents, unforeseen, unplanned, andmost often opposed and resisted by our so-called financial and political "leaders."Will they succeed tomorrow in their belated enthusiasm for the demonetizationof gold and its replacement by a truly international fiduciary standard: theso-called IMF Special Drawing Rights (SDR's) or "paper gold" dear to Secre-tary Fowler? I hope so, but nobody can be certain yet that the transition will bean orderly one, and that our "leaders" will be able to spare us a most dangerousintermission of financial and economic disorder, compounded by political bicker-ing that would widen even further the fissures now threatening the Atlanticpartnership.
To make sure that we all understand the problem, I shall devote a few minutesto unravel the gibberish in which economists cloak, and often hide. The funda-mental issue is that of national monetary power. Its roots lie in the substitutionof national paper money-i.e. currency notes and bank deposits circulating onlywithin each country's borders-for the internationally acceptable and circulatingcommodity moneys-gold and silver-characteristic of the pre-nineteenth centuryworld.
This substitution of man-made money for commodity money is part and parcelof a far broader and irreversible historical, evolutionary trend: the effort ofman to assert his control over his physical environment instead of being con-trolled by it, in the monetary field as well as in all aspects of human life. Ihave no doubt that this trend will continue and that is why I remain basicallyoptimistic about the long-run prospects of Secretary Fowler's "paper-gold."This control of man over money, however, could only be organized at firstwithin the framework of each nation-state. Each of the several scores of coun-tries into which the present world is divided issues its own national currency,but can impose its use and acceptability only within each country's own borders.Whenever a country's residents spend more abroad than foreigners spend in thatcountry, its monetary authorities must find some means of settlement acceptablein payment by the foreign creditors. They could, of course, accumulate for thatpurpose adequate stocks of each and everyone of the hundred odd foreign cur-rencies that might conceivably be needed for that purpose at some future time,but this would be an extremely wasteful and risky process. It is impossible todetermine in advance which, and how much, of these currencies will be neededin fact, and any one of them can be unilaterally devalued by its own monetaryauthorities, or by market forces, at any point of time. The pound sterling, forinstance, has lost about 40% of its dollar value since 1949, the French franc75%, the Brazilian cruzeiro more than 99%. Central banks have thus alwayssought to accumulate reserves instead in an international acceptable asset,devoid of such exchange risks, and against which any foreign currency couldbe procured if and when needed.

International monetary conferences failed, time after time, to elicit interna-tional agreement as to the choice of such a reserve asset, 'but one of the two tra-ditional commodity-moneys (gold) finally displaced the other (silver) in the
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latter part of the nineteenth century as the only international reserve instru-
ment enjoying do facto worldwide acceptability. In pure logic, this was always
of course a sheer absurdity. Digging the earth in South Africa and in Fort
Knox, to extract gold from the first and bury it in the latter, can hardly be
regarded as the most rational way to organize international payments. More-
over, the supply of monetary gold available to central banks depends on a num-
ber of hazards, none of which bears any relationship whatsoever to the amounts
needed to sustain an orderly growth-neither inflationary nor deflationary-of
national currencies, trade and production throughout the world.

Recurrent shortages of gold supplies with relation to needs were a favorite
theme of the nineteenth century conferences aiming at reviving the use of silver
as supplementary reserves, and of the marathon debates of the 1920's, and early
1930's: at Brussels, in 1920, Genoa, in 1922, and the Gold Delegation of the
League of Nations, from 1928 to 1932. All these conferences failed to elicit any
comprehensive and formally agreed solution of the problem, but they gave some
sort of informal, though cautious, blessing to the growing use of so-called key
currencies-primarily the pound and the dollar-as a useful supplement to gold
for the purpose of reserve accumulation. The previous gold standard thus made
way for the gold-exchange standard, a system under which central banks held
their international reserves partly in gold and partly in gold-convertible na-
tional currencies, with the right to switch them at any time from the first to the
latter, or from the latter to the first.

The growth of world reserves, under this system, was even more haphazard
than under the pure gold standard. To the vagaries of gold production in the
West, gold-sales by the Russians, private gold absorption by industry, the arts,
hoarding and speculation it added those of the fluctuating supply or withdrawal
of pounds and dollars resulting either from the British and American balance-of-
payments surpluses or deficits, or from the uncoordinated decisions of scores of
central banks to switch their reserves at any time, from gold into sterling or
dollars, or vice-versa. As a point of fact, world reserves could grow at a satis-
factory-or even at times widely excessive-pace only as long as the United
Kingdom and/or the United States experienced large and persistent deficits in
their overall balance-of-payments and foreign central banks chose nevertheless
to continue to regard their sterling or dollar balances as "as good as gold."

These two conditions were unfortunately contradictory, as I pointed out about
ten years ago in my book on Gold and the Dollar Crisis. The persistent deficits
and piling-up of short term indebtedness of the center countries-the United
States and the United Kingdom-needed to feed world reserves at an adequate
pace were bound to undermine, in the end, the confidence of other countries in
the ability of the center countries to honor their commitment to redeem in gold,
at any time, the sterling or dollar balances that might be presented to them for
conversion under the rules of the game.

The predominantly sterling-exchange standard of the 1920's had already indeed
been brought to an ignominious end, for that very reason in September 1931, and
the predominantly dollar-exchange standard of today is now threatened with a
similar fate. While the net reserves of other countries have more than tripled
since 1949, passing from $17 billion to $54 billion, those of the two center countries
have dropped from $17 billion to minus $13 billion. The United States gold re-
serves have declined over this period by more than $14 billion, while its net in-
debtedness to the IMF and foreign central banks increased by nearly $15 billion.
As of last March, our net liabilities to foreign monetary authorities and the In-
ternational Monetary Fund totalled about $15.3 billion, exceeding our remaining
gold stock of $10.7 billion by $4.6 billion. The situation of Britain was, of course,
even worse, its liabilities to foreign monetary authorities and the IMF totalling
more than $7 billion and exceeding five to six times its dwindling gold assets.

We speak today of reforming the gold-exchange standard, but in truth the
gold-exchange standard is dead already, and beyond any hope of resurrection. Its
death certificate was signed about eight years ago when our then Undersecretary
of the Treasury, Mr. Roosa, had to entreat or bludgeon foreign central banks to
refrain from exercising freely their legal rights to gold conversion, lest our in-
ability to honor them forced an open suspension of these rights by the United
States. From that day on, the gold-exchange standard of former days was trans-
formed into a limping and essentially political, standard, dependent for its sur-
vival on the success, or failure of our negotiations with our creditors.

The practical inconvertibility of sterling has been made even more obvious by
the recurrent sterling crises and the rescue operation that had to be negotiated
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repeatedly over the last few years and failed, in the end, to prevent the devalu-
ation of last November.

Foreign central banks still accumulate sterling, and particularly dollar, bal-
ances, but they do so less and less spontaneously. Indeed the year 1965 witnessed
a massive contraction (more than $2.6 billion) of the foreign exchange reserves
previously accumulated at a pace of about $1.4 billion a year by the developed
countries other than the U.S. and the U.K. This movement was slowed down in
1966, and accumulation resumed on a major scale ($1.9 billion) in 1967.
in a desperate effort to stave off a devaluation of the pound and suspen-
sion of gold payments by the U.S. itself.

A few of my academic colleagues, and even some private bankers, are now
suggesting to formalize and institutionalize a dollar area system in which all
members other than the U.S. would commit themselves to hold most, or all, of
their reserves in the form of dollar claims, renounce formally their right to gold
conversion, and cooperate with us in erecting whatever trade and/or exchange
restrictions might prove necessary to prevent excessive gold losses to the countries
which refused to joint the system. Alternatively, the U.S. and the dollar area
members might decide to suspend gold payments altogether, to non-members as
well as among members.

This suggestion is, at first view, an extremely tempting one for a reserve cur-
rency. Like old generals, reserve currencies do not die. They don't even fade
away. They shrink from worldwide acceptability to regional acceptability. This
is what happened to sterling after 1931, when the international acceptability of
sterling shrank to the dimensions of the sterling area, and had to be bolstered
later by preferential treatment of commercial and financial transactions within
the area, and discrimination against imports from, and capital exports to, the
countries which refused to join the system.

The enormous financial, economic, and political bargaining power of the United
States would enable us to enlist far more countries into a similar dollar area than
Britain could ever entice into her sterling area. We could cease to worry about
our balance-of-payments deficits, since we would merely pay for them with
dollars, i.e. with our own IOU's.

But the ultimate consequences of the probable initial success of such a policy
are worth pondering before we engage into it, or slip inadvertently into it as
we are now doing. At home, it might encourage a dangerous degree of political
irresponsibility. Congress, and even the Administration. would find it increas-
ingly difficult to raise taxes or interest rates, or reduce expenditures, if assured
in advance of unlimited credits by foreign central banks, financing whatever
deficits we incur. Abroad, public opinion would soon awaken-or be awakened-
to the political implications of such a system, i.e. the advance underwriting by
foreign central banks and their nationals of whatever deficits we may incur in
pursuing policies unilaterally decided by us, on which they may not have been
consulted, and with which they may at -times deeply disagree.

Our own officials are fortunately horrified at the eventual outcome of such
a blatant attempt to impose our own monetary sovereignty upon the rest of the
world. They label it privately the "Roman solution," and know that it would be
bound to arouse sharp political, as well as economic, divisions between the
United States and Europe, as well as many other countries. More and more coun-
tries would desert, sooner or later, the dollar area, and erect compensatory
barriers against the "foreign-exchange dumping" associated with 'the down-
ward drift of a floating dollar-no longer supported by central bank pur-
chases-in the exchange market. Economic warfare a la 1930's between a new
gold bloc and a shrinking dollar bloc would replace the economic cooperation
that has assured our joint prosperity ever since the end of World War II.

Disastrous as it would be for all of us in the end, .this course of events still
remains the most likely one if our efforts to reach international agreement on
what is, after all, an international problem continue to be frustrated by out-
worn and mutually defeating nationalistic aims, here and abroad, in the nego-
tiations that have now been in process for nearly five years already.

iSome optimism might be derived from the momentous step unanimously agreed
to, last September, in Rio de Janeiro, among the 107 nations of the International
Monetary Fund. This agreement paves the way for the adoption of a new
reserve asset, to be jointly created through the concerted decision of member
countries, in whatever amounts are deemed necessary by them to ensure an
appropriate rate of growth of world reserves over future years. There is every
reason to hope that this agreement will be ratified by a 'sufficient number of
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Congresses and Parliaments to be ready for operation within another year or
so. Yet, it solves only part of the much broader problems which are at the origin
of the recurrent monetary crises which are now threatening the survival of a
truly international monetary system.

The Rio agreement is confined to the creation of the new reserve asset, but
says nothing about the future role to be assigned to the traditional reserve
assets the instability of which is at the root of these crises, i.e. gold and the
reserve currencies. Yet, how would it be possible to reach a rational collective
decision on the amounts of the new reserve asset that might be needed over the
next five years-as provided in the agreement-without having any inkling
about the amounts of reserves that might be created through further dollar and
sterling accumulation by central banks, or destroyed through the conversion of
existing dollar and sterling holdings into gold metal by scared speculators and
central bankers? I ventured to predict, right after Rio, that new sterling, dollar
and gold crises would soon force the negotiators to put their nose into the dirt
which they had bravely tried to sweep under the carpet at Rio.' The devaluation
of the pound and the ensuing gold rush were to confirm this forecast, earlier
and more dramatically than I would have anticipated. An estimated and un-
precedented $3 billion to $4 billion of gold was lost by central bankers to private
buyers in the short space of less than five months, following the devaluation
of the pound, the U.S. gold loss alone amounting to more than $2.3 billion over
this period.

Clearly, a comprehensive agreement covering all types of reserve assets, and
particularly gold and the reserve currencies as well as any new reserve asset
(such as the SDR's) is essential before the latter can come into existence and
play its proper role in tomorrow's international monetary and reserve system.

As far as gold is concerned, two extreme views are still clashing at the moment.
Some advocate a sharp increase in its price-from about 50% to three times its
present official dollar value-while others would demonetize it internationally
as it has long been demonetized nationally in the domestic monetary system of
every country in the world, without exception. The objections to the first course
of action are too decisive, too numerous, and too obvious to deserve an extensive
review at this stage. An increase in the price of gold would be a step backward
in the evolution of the international monetary system. By relieving-for a while
-any danger of reserve scarcity, it would remove the major pressure for reform
and rationalization of the system. It might, moreover, trigger a tidal wave of
inflation by increasing massively overnight the nominal value of gold reserves the
world over. In the longer run, it would leave the growth of world reserves totally
dependent on the same absurd and irrelevant hazards on which it depends today.
It would indeed give a new breath of life to the foreign-exchange component of
the gold-exchange standard, since central banks might again be more willing,
after an increase in the gold price, to accumulate once more interest-earning dol-
lar balances whose gold equivalence would be less likely to be cut down again
for some time to come anyway.

The opposite solution of a gold demonetization is far more attractive and is
no longer regarded by the officials as a mere dream of academic utopians. Indeed,
a first step in that direction was taken on March 17th, in Washington, by the
countries of the defunct gold pool. After disbanding this agreement, under the
weight of speculative attacks, they decided "no longer to supply gold to the
London gold market or any other gold market. Moreover, as the existing stock of
gold is sufficient in view of the prospective establishment of the facility for Spe-
cial Drawing Rights, they no longer feel it necessary to buy gold from the market.
Finally, they agreed that henceforth they will not sell gold to monetary au-
thorities to replace gold sold in private markets."

Encouraging as this declaration may be for the future, I would not be overly
sanguine about the prospect of any immediate and agreed demonetization of
gold as far as concerns settlements among the monetary authorities themselves.
This would seem to me both unlikely and, indeed, dangerous as long as the main
alternative to gold remains confined to dollar holdings, for it would be tanta-
mount to accepting the dollar area solution which I have criticized above. Such
a solution would be all the more unviable if private hoarders and speculators con-
tinue to convert their holdings of dollars or other threatened currencies either
into gold or into stronger currencies, such as the Swiss franc, the German mark,

I "Alchemy In Rio: The Problems Ahead," Interplaj, November 1967, pp. 20-22.



152

etc. The monetary authorities of the latter countries would not accept to sell
indefinitely their own currency in exchange for the other currencies dumped upon
them by hoarders and speculators.

We must build before we can afford to destroy. Gold cannot be definitely
eliminated-as it should-from the international monetary system until agree-
ment has been reached on an acceptable substitute-other than full surrender of
monetary sovereignty to a "dollar area" solution-and until confidence has been
built up in this substitute on the basis of some years of experience with the sound-
ness and fairness of its management.

Two major obstacles still need to be overcome before the proposed Special
Drawing Rights can offer such an acceptable substitute. First of all, they are
not supposed to be "activated"-i.e. created-until "a collective judgment [has
been reached] that there is a global need to supplement reserves, and the attain-
ment of a better balance-of-payments equilibrium, as well as the likelihood of
a better working of the adjustment process in the future" (Article XXIV, Sec-
tion 1, b).

The history of the negotiation makes it clear that this so-called 'prerequisite"
to SDR activation refers essentially in fact to a better-or even, in some previous
language, full and durable-equilibrium in the balance-of-payments of the re-
serve-currency countries, primarily the United States.

This is obviously absurd. The reform of an international monetary system
threatened by a catastrophic collapse should not have to wait until the United
States has demonstrated perfect or near-perfect luck and wisdom in the manage-
ment of its own affairs. The "prerequisite" should be re-worded instead in such
a way as to make the world reserve system less dependent than it now is on the
balance-of-payments fluctuations of the reserve-center countries.

This is precisely where agreement could be reached between the major oppo-
nents in the current debate on monetary reform. Contrary to widespread mis-
apprehension and distortions, President de Gaulle has never advocated the return
to a pure gold standard. All his speeches-and those of his Ministers--have ad-
mitted the need for a truly international credit superstructure that would not,
however, bear the imprint of any particular country or currency. His constantly
reiterated objective has been the elimination of what he calls the inequitable
and exorbitant privilege of the reserve-currency countries to settle their deficits
with their own IOU's, instead of being subject to the same adjustment pressures
which all other countries have to accept.

This "exorbitant privilege," however, has now turned in fact into a "hor-
rendous threat" or even an "excruciating burden" for both of the reserve cur-
rencies, which find themselves exposed to repay overnight the sterling and dollar
indebtedness incurred by them over many years past, under the rules of the
game of the absurd Monte-Carlo roulette dignified under the name of gold-
exchange standard.

The interests of reserve debtors as well as reserve holders now converge and
should prompt an early agreement on the orderly elimination of this absurd and
unviable system. The British Government has now affirmed itself as anxious as
President de Gaulle to reach such an agreement and our Under-Secretary of the
Treasury, Mr. Deming, has recently testified in Congress that "these things are
worthy of study," although he also felt that "things like that are probably pre-
mature."' Having proposed myself "things like that" nearly ten years ago, I
cannot but feel that we have had plenty of time for study already, and that action
is now long overdue rather than still "premature."

Recent press reports indicate that such an approach is now actively discussed,
as far at least as sterling is concerned. My proposal for a Gold Conversion
Account has recently been joined by similar, and even more radical and ambi-
tious, proposals of Fritz Machiup, E. M. Bernstein, and James Tobin. Otmar
Emminger, Governor of the Bundesbank and former Chairman of the Group of
Ten Deputies, recently remarked' that "this ingenious scheme would certainly
solve the problem of a dangerous shift between foreign exchange and gold....
The philosophy behind the proposal does broadly correspond to what a number of
us had in mind in our earlier international discussions and negotiations." He
also expressed doubts, however, about the negotiability of the proposal at the

2 The International Monetary Fund's Special Drawing Rights Proposal and the Current
International Financial Situation, Hearing before the Subcommittee on International
Finance, April 12, 1968, p. 43.

3 In an address on "The Role of Gold in Our Monetary 'System" at the National Industrial
Conference Board, in New York, February 14-15, 1968, pp. 15-16.
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present time and concluded that "for some time to come the only practicable
answer to our problem will be: to keep the dollar so strong and stable-literally
'as good as gold'-that the confidence problem does not really arise."

I have no doubt myself about the need to proceed along both of these lines of
action, but do not think that either the success or failure of the latter should
dispense us from pursuing the first. On the contrary, a Gold Conversion Account
agreement would greatly facilitate our task of restoring equilibrium in the U.S.
balance of payments, by eliminating a major source of instability and speculative
capital flights.

I was greatly encouraged to read last week the comments of Governor Carli
in his annual report to the General Assembly of the Bank of Italy (May 31,
1968): "The reform of the Fund Charter lays the foundation for a progressive
concentration of all reserves in an institution whose framework can permit a
more effective management of international liquidity and the settlements re-
quired by expanding levels of world trade. Foreigni official circles are exploring
the creation, within the Monetary Fund, of special accounts (the so-called con-
version accounts) in which could be deposited dollar, and eventually sterling,
balances which, in the judgment of central banks, exceed the working funds
needed for intervention in the exchange markets."

This is indeed the essence of my proposal. Central banks would retain in the
form of foreign-exchange reserves-i.e. of foreign national currencies, primarily
dollars-only the working balances needed for market intervention. Excess for-
eign exchange would be deposited in a reserve account with the IMF. with appro-
priate exchange guarantees and interest-rates, and the account holders would
draw on these accounts at any time to finance later deficits in their balance-of-
payments. Current foreign-exchange accruals deposited in such accounts in the
future would be debited immediately from the account of the debtor countries.
On the other hand, outstanding foreign-exchange balances accumulated over
many years past, and deposited with the IMF at the start of operations, would
no longer be exposed to sudden and massive repayments, but would be held by
the IMF as investments, with repayment provisions geared to the general stabili-
zation objectives of the Fund.

Guaranteed and interest-earning reserve deposits with the Fund should be
more attractive to central banks than either of the traditional reserve assets,
i.e. unguaranteed foreign-exchange holdings and sterile gold metal. The $40 bil-
lion of sterile gold now held by central banks would gradually be exchanged by
them for such deposits, and could be used by the Fund to regain control of the
gold market and to facilitate the orderly liquidation of official gold stocks that
would be called for when agreement is reached on the international demoneti-
zation of gold and its gradual replacement by reserve deposits in the INIF.

The future growth of world reserves could then be systematical ly oriented
by the Fund, through its loans and investment operations, to suppoirt feasible,
non-inflationary, growth rates in the world trade and production, anl to support
national adjustment and stabilization policies by Fund members. This would
require, in time, an important amendment in the Rio agreement which foresees
an automatic allocation of future SDR's among all countries, pro rata of their
Fund quotas. This has the absurd result of allotting 36% of all SDR's to two
of the richest countries in the world-the U.S. and the U.K.-and only 25% or so
to more than eighty less developed countries. It would, moreover, help finance
automatically national policies, irrespective of their soundness or folly, even when
they are in total contradiction with the judgment and/or interests of the
lenders.

It is obvious that such a system would be as unacceptable in the long run, to the
lenders, as it is inequitable to the underdeveloped countries. The potential lending
power derived from the creation of a new international reserve asset should be
used to support agreed international objectives rather than unilaterally deter-
mined national policies. It should help finance monetary stabilization programs,
offset disturbing movements of short-term funds among major money centers.
and could even be used, in part, to supplement the resources of institutions such
as the IBRD, IDA, ad the commodity stabilization program unanimously endorsed
in the second resolution adopted at Rio last September.

Another amendment of the SDR agreement should aim at a decentralization of
the Fund operations, taking full advantage of emerging regional monetary inte-
gration and institutions in Europe, Central America, etc., and facilitating in
time, the reintegration of the U.S.S.R. and Eastern Europe in the international
monetary and economic community.
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I am particularly glad to note the support unanimously expressed for theseproposed lines of future development by the Congressional Subcommittee onInternational Exchange and Payments,' and by Govenor Carli in the speech
referred to above.

The problem is whether we shall be able to act in time, or whether our monetary
and political leaders will continue to regard such ideas as worthwhile, but pre-
mature, and be once more overtaken by events. The memory of 1931 and its
aftermath is still our best hope of avoiding a similar catastrophe tomorrow.

In any case, I have no doubt about the ultimate course of world monetary
evolution along a path so clearly marked by man's history, and which past
mistakes have made sometimes unnecessarily bumpy and devious, but have never
been able to arrest, and far less to reverse.

4 In its report on Guidelines for Improving the International Monetary System-Round Two, Washington, D.C., December 6, 1967.



INTERNATIONAL ECONOMIC POLICY ISSUES IN 1969

(A summary of a paper delivered by Robert Triffin at the 52d annual meeting
of the National Industrial Conference Board, New York, September 19, 1968)

1. Main issue
One of the main international policy issues of 1969 will remain the one which

we have confronted, and failed to solve, for nearly a decade already, i.e. how to
redress our balance of payments without drying up what has been, since the
war, the main source of growth in the world monetary reserves needed to sustain
feasible, non-inflationary, growth of world trade and production.

2. Paymnent8 ifnibalances are an international problem

In view of our dominant role in world trade and finance, our balance-of-pay-
ments problem and its solution cannot be viewed in isolation from their inter-
relationship with other countries' problems and policies. The most puzzling
feature of the enormous imbalance of world payments in recent years is that
the hugest and most persistent reserve losses have been encurred not by the
poorer, less developed countries, but by two of the richest and most developed
countries in the world, i.e. the United States and the United Kingdom. Over
the four years 1964-1967, the underdeveloped countries have increased their
international reserves by about $3 billion, but the gross reserves of the United
States and the United Kingdom have dropped by $2.5 billion, and their net
reserves by about $11 billion, and even more, in fact, if we include our indirect
borrowings from other central banks through the Euro-dollar market incorrectly
reported in our statistics as liabilities to private banks rather than to foreign
monetary authorities. (I wish I had time to explore with you the possible
relationship between this paradox and the reserve role of the dollar and the
pound in the so-called gold-exchange standard.)

3. U.S. deficits and policies
More than $4 billion of our $6 billion deficits of the last four years have been

financed from our own gold losses ($3.5 billion) and decline in our reserve
position in the IMF ($0.6 billion). The rest (about $1.8 billion) and our accumu-
lation of foreign exchange reserves ($2.1 billion, overwhelmingly accounted for
by credit claims on the U.K.) was reflected in our mounting indebtedness to
the IMF ($0.2 billion) and to foreign monetary authorities ($3.8 billion). We
increased, over the same period, by an additional $5.5 billion our short-term
indebtedness to commercial banks abroad. A substantial portion of this latter
amount undoubtedly reflects dollar accumulation by foreign central banks
through the Euro-dollar market.

The concrete policy measures adopted to hold down these huge deficits have
centered mostly so far on reducing-by "voluntary" or "compulsory" restraints
and the interest equalization tax-the outflows of U.S. capital and inducing
inflows of foreign capital, particularly from the Euro-bond market, on an
unprecedented scale. Our net exports of private capital have been successfully
pared down in this fashion from about $7.5 billion in 1964 to about $4 billion
in 1967 and probably not very far from zero in the first half of this year.

Unfortunately, this huge "gain" has been offset, and indeed more than offset,
by modest increases in our foreign aid expenditures and, most of all, by the
near elimination of our current account surplus which fell from $7.5 billion
in 1964 to $3.5 billion in 1967 and probably $0.1 to $0.2 billion, at an annual
rate, in the first six months of this year.

Estimates of our so-called "official settlements" deficit gyrate in bewildering
fashion from quarter to quarter, but taken together with our short-term liabilities
to commercial banks, they indicate a continuing deficit of about $4 billion per
year.
4. U.K. deficits and policies

The overall deficit of the other reserve center country, the United Kingdom,
continues to oscillate around $1.5 billion per year and even reached a record level
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of $5.6 billion, at an annual rate, during the disastrous first quarter of this year.Of the $5.1 billion deficit of the last four years, about $1.8 billion was financedby reserve losses and the liquidation of the foreign securities vested during thewar by the U.K. government. The rest ($3.3 billion) was financed by repeatedborrowings from the IMF and foreign central banks, part of which was cancelledin dollar terms, by the devaluation of the pound, last November.
Summing up the policy measures adopted by the U.K. to redress its situation(wage freezes, tightening of credit, restraints on capital exports, tax increases,reductions in government expenditures, devaluation of the pound, and, last butnot least, the semi-consolidation of volatile sterling balances announced earlierthis month) one can hardly avoid the feeling that the U.K. balance of paymentsshould finally improve, drastically and rapidly. The still disappointing record ofrecent months certainly reflects continued distrust on the part of the so-called"gnomes" of Zurich and other places-including London itself. This may reflect inpart the fact that the measures listed above were adopted only one at a timerather than grouped in a convincing and impressive package, and that the Govern-ment felt compelled each time to alarm public opinion by gloomy forecasts of thethreats hanging over the pound, in order to justify each of these measures, noneof which could, in isolation, be taken as an adequate remedy for the basic dis-equilibrium in the British economy.

5. The surplus countries
Large increases in the current surplus and net capital exports of other indus-trial countries (particularly the Economic European Community and Japan)have provided the main offsets to the deterioration of the U.S. and U.K. currentaccount and capital exports.
The current account of these countries improved by about $4.6 billion between1964 and 1967, and their net capital exports increased even more, by $5.9 billion,thus reducing their net reserve accumulation by about $1.4 billion a year. Mostof their reserve increases over these four years was accumulated in gold metal($3.9 billion) while their foreign exchange assets do not show any increase overthe period as a whole. Their reserve lending to the IMF, however, rose spec-tacularly, by about $2.6 billion, from $2.2 billion to $4.8 billion.

6. Policy conclusions for the U.S.
A. Our main efforts should clearly aim at a drastic improvement of our cur-rent account balance, enabling us to resume the normal level of net capital exportsto the rest of the world which economic as well as moral considerations shouldlead us to expect from the richest and most developed country in the worldeconomy.
Controls over capital exports should be eliminated as soon as the success ofsuch a redirection of our present policies will permit.
B. A number of my academic colleagues consider that this recommendationshould be implemented by a devaluation of the dollar, necessary to restore ourprice and cost competitiveness in the world economy. This view will undoubtedlyprove correct if our price and cost increases continue at their recent pace. TheGNP price deflator was rising during the first half of this year at an annualpace of about 4%. That this reflects mostly internal rather than external infla-tionary pressures is confirmed by the fact that our export prices-which reflectboth domestic and external factors-are rising by only 3% a year, and that ourimport prices-determined nearly exclusively by foreign conditions-have notrisen at all over the same period.
Yet, I would myself regard any dollar devaluation as premature, and stronglyhope that we may still be able to avoid it through alternative policy actions. In-deed, in a full employment economy already subject to such inflationary pressures,a dollar devaluation-even if deemed acceptable at home and abroad-could onlyimprove the current account at the cost of accelerating even further domesticinflationary trends.
We shall be unable to gauge correctly whether our prices and costs are stillcompetitive or not before we have eliminated the overspending which is, atpresent, the major cause of both the inflationary overflow of dollars at home -andthe deficit-triggering overflow of dollars abroad. We must tailor down our overallrate of private and government spending to the GNP achievable in a full employ-ment economy-or rather somewhat below, in order to restore the current ac-count surplus needed to finance normal and desirable rates of capital exports andreserve increases.



157

To many of us, such a policy should center on-rather than exclude-an
agonizing reappraisal of our Vietnam policies, responsible for the $30 billion sky-
rocketing of our military expenditures since 1964, but still likely to be regarded
as a sacred cow by the next Administration. Let me add that sensible reductions
in our overbloated military establishment would have a far greater impact upon
our import requirements and export capacity than most other kinds of fiscal and
budgeting retrenchments, and would therefore have a far greater impact upon
our balance of payments, and a lesser one on domestic activity and employment.

D. If our balance-of-payments deficit remains excessive, even after such action
has been taken, it may then, but only then, be necessary to give serious considera-
tion to the advisability of exchange rate readjustments. I would hope, however,
that such readjustments might, more sensibly, take place through an appreciation
of some of the stronger currencies of major surplus countries, the Deutsche mark
for instance, rather than through a dollar devaluation which would inevitably
trigger a chain reaction of other devaluations by most countries of the world.
7. Policy conclusions for all countries

The specter of a dollar devaluation calls to mind another basic need for an
agonizing reappraisal of the way national policies are decided and made mutually
defeating and ineffective in an interdependent world. No country can change
successfully its exchange rate vis-Avis another country if the latter decides to
resist such a change. International policy measures must be decided inter-
nationally if we wish to avoid incompatible national decisions, reconcilable only
through chance or chaos as in 1930's.

National governments must learn to forge together, by mutual agreement, com-
patible policy targets and instruments. We are now very far indeed from imple-
menting such commonplace, but common sense, advise. I observed, several years
ago, that the official targets of balance-of-payments policy proudly proclaimed
to the world in 1960 by the U.S. and the U.K. aimed at an improvement of more
than $5 billion in their combined balance of payments, but that no countries had
volunteered as candidates for the implied deterioration of $5 billion in their bal-
ances of payments. I hardly need add that neither the U.S. nor the U.K. has ful-
filled so far their 1960 policy objectives. They are, however, blandly repeating
this year the same kind of unworldly arithmetic. We have announced our deter-
mination to improve our balance of payments by at least $3 billion, and the
British are forecasting an improvement of some $2 billion in their own balance
of payments, i.e. $5 billion in all. Again, no candidates have appeared for the
implied deterioration of $5 billion in other countries' balances of payments.

Such policy targets should not be decided unilaterally, and indeed futilely. The
amounts by which imbalance should be reduced, and the measures which should
be adopted and accepted by all concerned to achieve the objectives and finance
the remaining targeted imbalances should be explored and agreed jointly by
deficit and surplus countries. This-slow and difficult as it may be to implement
in practice-should enhance both the effectiveness of the adjustment policies
considered necessary and the willingness of the surplus countries to finance the
surpluses which they themselves want to retain as an alternative to exceedingly
brutal readjustment policies by the deficit countries.

This imperative of policy compatibility brings me to my last topic: the problem
of international monetary reform.
S. The supply of world reserves

The incompatibility of present policy targets may be quantified as follows.
First of all, the combined $4.7 billion net reserve losses of the U.S. and the U.K.
in 1967 are matched by only $2.2 billion of net reserve increases in the rest of the
world, leaving a gap of $2.5 billion between the total elimination of U.S. and
U.K. deficits and of other countries' surpluses. This gap is due in part to un-
avoidable estimating errors, but in part also to perfectly avoidable and deliber-
ately misleading accounting of reserve statistics by some of the countries con-
cerned. As much as $1.6 billion, however, was accounted for by the unprecedented
drain of gold from official reserves into private hoards and speculation.

Secondly, however, international world reserves should probably grow at an
average rate of, approximately, 4 percent a year, or even more, in order to sustain
feasible, non-inflationary, rates of growth in world trade, production and domestic
money stocks. The implementation of such a growth target would entail an annual
increase of about $3 billion of the world reserve pool. Last year's shortfall is thus
of the order of $4.5 billion to $5.5 billion.
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9. The Rio Agreement
The famous SDR agreement, reached last year at Rio, provides the main hope

that this problem will be solved at some future time. Yet, the amounts usually
mentioned-$1 billion to $2 billion of annual SDR creation-can only be deemed
niggardly and, most of all, the system is supposed to remain on ice until the
U.S. and U.K. have succeeded in restoring viable equilibrium in their balance
of payments. This is plainly absurd. In fact, the gold dishoarding and revival
of confidence in dollar and sterling investments which would be triggered by
such a success of U.S. and U.K. policies would remove, for some time at least,
any danger of world illiquidity and make superfluous-or even inflationary-
any immediate activation of the SDR system. Conversely, continued U.S. and
U.K. deficits would risk to prompt more conversions of dollars and sterling into
other currencies by speculators, and into gold by central banks, thus accelerat-
ing the contraction of world reserves and the need for SDR creation.

In any case the SDR plan pretends to solve only one of the three problems-
i.e. the liquidity problem-of the present international monetary system. It
offers no hint of a solution to either the "adjustment" problem, or the "stability"
problem.

The automatic distribution of SDR among all countries on the basis of their
relative IMF quotas means that prospective creditors are supposed to underwrite
in advance the future deficits resulting from national policies, whether wise or
foolish, whether acceptable or distasteful to them. This hardly fulfills the re-
current theme of previous Group of Ten reports that the creation of world
reserves should be geared to a strengthening of the adjustment process and de-
sirable balance-of-payments disciplines.

The other problem left unsolved is that of the so-called "stability" or "con-
fidence" problem created by the large overhang of unrequited dollar and sterling
balances, resulting from the operation of the gold-exchange standard over the
fifty years past. The growing threat of liquidation of such balances into gold
is by no means warded off by the two-tier gold system hurriedly adopted last
March, in an atmosphere of panic.

I have no time left to rehash here my own proposals with relation to these two
unsolved problems. I am, however, somewhat encouraged by the gorwing interest
shown in recent months by academics and officials alike in the creation of a so-
called "Gold Conversion Account" dealing not only with the proposed SDR's
but with all three of the present components of the world reserve system, i.e.
gold, foreign exchange reserves and reserve positions in the IMIF. I am further
encouraged by the sterling agreement announced at Basle earlier this month,
and which might be a first-even though still modest and imperfect-step toward
a broader agreement encompassing the dollar as well as sterling, and paving
the way to the gradual substitution of a truly international reserve system for
gold as well as for the reserve currencies of today.

* * e * * * *

The main policy issue of 1969, however, is whether our so-called world "lead-
ers" will be able to agree in time and to lead the future evolution of the world
monetary system, or will once more, as they have invariably in the past, be over-
taken by events and let the future be shaped, not by them, but by another world
monetary crisis and a relapse into the mutually defeating nationalistic policies
of the 1930's.
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U.S. BALANCE OF PAYMENTS, 1964-JUNE 1968

[Years or yearly averages; in billions of dollars]

1968 seasonally adjusted

1964 1967 January- January- April-
June March June

1. Current account minus foreign aid - 3. 8 -0. 7

A. Current account- 7.5 3. 5

1. Merchandise -6.6 3.5
2. Other- .9

B. Foreign aid- 3.7 4.2

l L.!Private capital exports- 7.4 4. 1

A. U.S. funds -6.6 5. 5
B. Foreign funds, other than Il --. 1 -1. 9
C. Errors and omissions -. 9 .5

Ill. Settlements balance(l-11) - -- 3.5 -4.9

A. Dollar holdings other than B --. I - 2
B. Governments and banks -- 3. 4 -4. 7

1. Special government transactions -. 4
2. onetary authorities and banks -3. 0 -4. 7

(a) Foreign commercial banks
and Euro dollar holdings
of central banks -1. 5 -1. 3

(b) Reported U.S. net reserves -1.6 -3.4

Memo: 1. Liquidity balance -2.8 -3.6
2. Near-liquid liabilities and special transactions. (-. 3) -. 9
3. Total (1+2) -(-3.1) -4. 5

-4.0 -4.5 -3.6

.6 .4 .8

.2 .3 .

.4 .8

4.6 4.8 4.4

.2 -.3 .8

3.8 2.6 4.9
-4.6 -4.1 -5.1

1.I 1.2 .9

-4.2 -4.1 -4. 3

-. 2 -. 3 -. 1
-4.0 -3.8 -4.3

- 3 6. . _ 6
-3.8 -3.8 -3. 7

-5.6 -1.7
1.8 -2.1

-1. 7 -2. 6
-1.8 -.7
-3.4 -3.4

-9. 5
5.8

-. 7
-2. 8
-3. 5

Source: Calculated from Survey of Current Business (June and September 1968) estimates.



WORLD PAYMENTS NETWORK, 1964-67

[in billions of U.S. dollarsl

1. Current account 2. Net capital account 3. Net reserves (1-2)

1964 1965 1966 1967 1964 1965 1966 1967 1964 1965 1966 1967

1. Industrial countries - 7.0 8.1 7.3 7.3 7.6 8.0 7.9 10.5 -0.5 0.1 -0.6 -3.3

A. Reserve centers -6.9 6.1 4.5 2.6 10. 3 8.0 6.3 7.3 -3. 3 -1. 9 -1. 8 -4. 7

United States -7.6 5. 9 4.1 3.5 9.1 7.5 4.3 6.9 -1.5 -1.6 -.2 -3.4
United Kingdom --. 7 .2 .4 -.9 1.2 .5 2.0 .4 -1.9 -.3 -1.6 -1.3

B. Othercountries - . 1 2.0 2.9 4.7 -2.7 -1.6 3.2 2.8 2.0 1.3 1.4

European Community -1.6 2.5 3.0 5.4 -.3 1.0 1.6 4.1 1.9 1.5 1.4 1.3
Other Europe ------------------------------------------- -.6 -.6 -.6 -.5 -1.3 -.8 -.8 -.6 .6 .2 .3 .2
Canada --. 4 -.9 -.9 -.2 -.7 -1.1 -.6 -.2 .3 .1 -.3--
Japan --. 4 1.0 1.4 ---. 4 .9 1.4 1------- o

II. Other countries ------------------------------------------------------ -5.2 -6.9 -6.3 -7.9 -6.2 -7.2 -7. 1 -8.6 1.0 .3 .8 .7

A. Developed --------------------------------------------- -1.2 -2.6 -1.9 -2.0 -1.7 -1.8 -2.1 -1.8 .5 -.8 .2 -.3
B. Less developed -- 3. 9 -4. 3 -4. 4 -5. 9 -4. 4 -5. 3 -5. 0 -6. 8 .5 1.0 .6 1. 0

111. World total equals asymmetries due to - - -1.9 1.2 1.1 -. 6 1.4 .9 .8 2.0 .5 .3 .2 -2. 5

A. Monetary gold stock- .7 .2-- -1. 6
B. Other ---. 3 .1 .2 -. 9

United Kingdom portfolio liquidation--.5 --. 54

NOTES
1. "Current account" equals balance on goods, services, and private transfers. 3. Debt prepayments and other special financing transactions are included in the capital account.
2. "Net Reserves" equals increases in gross assets (gold, foreign exchange, and IMF reserve

positions) of national monetary authorities minus increases in liabilities to IMF and foreign monetary Source: Denved primarily from I(b MF an d 15), for 1967(tables
authorities. 33, 34, 36, and 37) and 1968 (tables 4 and 5).



STATEMENT OF W. B. HICKS, JR., EXECUTIVE SECRETARY, LIBERTY
LOBBY

This statement is submitted as representing the views of LIBERTY LOBBY's
15,000 member Board of Policy, on behalf of the 200,000 subscribers to our
monthly legislative report, Liberty Letter.

LIBERTY LOBBY has long been deeply concerned about the drain on American
gold reserves and the resultant danger to the economic and military security of
the United States. Early in this session of Congress we testified in opposition to
the legislation repealing the gold cover requirement on domestic American
currency.

On May 13 of this year, we testified before the Senate Committee on Foreign
Relations, in opposition to the legislation providing for U.S. participation in the
International Monetary Fund's "Special Drawing Rights" scheme. We warned
the Congress, and the American people, as follows:

". . . Failure of the SDR plan as presently contemplated therefore seems inevita-
ble, since the European nations which presently enjoy favorable payments
balances will refuse to accept the worthless paper gold unless the United States
yields to their pressure and transfers our last remaining gold into the Interna-
tional Monetary Fund.

"In fact, there are indications that such action is already being planned. Noted
financial columnist Hobart Rowen has disclosed (Washington Post, March 3,
1968) that an extension of the SDR scheme 'is being discussed only in strictest
confidence, with papers marked "confidential" to prevent leaks.' This plan would,
according to Rowan 'establish an account probably in the International Monetary
Fund-into which each country would deposit all or a major part of its reserves-
gold, foreign exchange, even the new Special Drawing Rights. . . .' Each nation
would have a pro-rata claim on the total IMP account, and each type of asset-
gold, foreign exchange, and SDR's-would be made equally valuable.

"If such a plan is ever carried out, and the United States is deprived of its
gold reserves, this Nation will have totally lost its freedom of action in the mone-
tary field. The International Monetary Fund, rather than any American institu-
tion, will be in full control of the American monetary system and the American
economy. Perhaps this is what one high IMP official had in mind when he said
that the SDR scheme 'will add to the Fund a separate and major task, to supply
the world with the amount of reserves that the International financial commu-
nity will judge to be necessary.'

"To the extent that the United States gives up the right to determine our own
economic policy to the IMF, an international body run by international bureau-
crats, to that extent will our national sovereignty have been lost. With our
economy under foreign control, the United States could not function as a truly
sovereign and independent Nation, and our remaining political independence
would be vestigial and short-lived."

The Congress did not accept our warning, and the authorization for American
participation in the SDR scheme was enacted into law. But these hearings, on
a plan to turn all American gold over to the IMF, bear out the earlier warning,
and appear to justify a conclusion that such a plan was in fact the long range
goal of the proponents of the SDR scheme.

We reiterate our unalterable opposition to any such attempt to turn control of
the American economy over to any non-American organization. Now that the
American people can see this backdoor approach to world government for what
it really is, we are confident that they will demand that their Congress abandon
the idea, and start working toward a solution of the gold problem which will re-
plenish, rather than deplete, America's gold reserves.
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